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THE CBO BUDGET AND ECONOMIC OUTLOOK 

THURSDAY, JANUARY 8, 2009 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:02 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Wyden, Feingold, Lautenberg, Cardin, 
Whitehouse, Gregg, and Sessions. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Denzel McGuire, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. 

I would like to welcome everyone to our first Budget Committee 
hearing of the year. Today we will focus on CBO’s new budget and 
economic outlook. Our witness today is Robert Sunshine — what an 
apt name for what we confront — the Acting Director of the Con- 
gressional Budget Office. Director Sunshine has been leading the 
CBO since late November when former Director Peter Orszag was 
nominated to be the head of the Office of Management and Budget 
in the new Obama administration. 

We hope to have Doug Elmendorf formally appointed to the CBO 
Director spot soon. We have taken the necessary action here. We 
await our House colleagues’ action. We hope to have that con- 
cluded, as I say, very quickly. 

Director Sunshine has been with CBO for about 33 years, almost 
since the agency was established. His years of work at CBO have 
been outstanding. We could not ask for more exemplary work than 
the work of Bob Sunshine. He is a great asset to the Congress and 
to our Nation, and we deeply appreciate your moving this forecast 
forward so that we would have available the most recent, relevant 
information to Congress as it begins its deliberations on the eco- 
nomic recovery package and as we begin the budget process for the 
year — a budget process that is truly daunting. 

Director Sunshine is joined today by Robert Dennis, CBO’s As- 
sistant Director for Macroeconomic Analysis. Assistant Director 
Dennis has been with CBO for almost 30 years, and, again, we 
want to thank you for, I know, the extraordinary effort that has 
gone into producing this forecast well ahead of the normal sched- 
ule. Thank you for your service to the country as well. 

Unfortunately, the news you are bringing, through no fault of 
your own, is not good. The new deficit projections, as I said yester- 
day, are jaw-dropping. This is one of the worst budget forecasts I 
have seen in my life. President Obama is walking into a fiscal dis- 
ci) 
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aster of stunning proportion, coupled with an economic downturn 
of unknown duration and depth, but one that I think we can al- 
ready forecast will be longer than any other downturn since the 
Great Depression and not exceeded in severity since the Great De- 
pression. 

Let me just go through a couple of charts to put in perspective 
what we confront, if we could. In job loss, we have lost, from Janu- 
ary through November of last year, over 2 million jobs. And, econo- 
mists’ estimates for December are of deep concern, an expected job 
loss approaching 700,000 for 1 month. 
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Second, some economists are now forecasting that we will reach 
a level of unemployment of 10 percent. That is up from the 6.7 per- 
cent now. If we went to a level of 10 percent unemployment, that 
would mean an additional 5 million people losing their jobs. 



4 



10% unemployment 
would mean another 
5 million Americans 1 
out of work 


Impact of Unemployment 
Rising to 10 Percent 


(Pefcentiof avlliaolatsor force y n-s m pi oy ed ; 


We have also seen a very dramatic deterioration in our budget 
picture. CBO’s new estimates show that the deficit in 2009 will be 
over $1.2 trillion — $1.2 trillion. That is assuming the extension of 
certain tax cuts, the alternative minimum tax reform, and ongoing 
war costs. It does not include any money for the economic recovery 
plan. This is more than 2-1/2 times last year’s record deficit. And, 
again, that is before we adopt any economic recovery plan. 
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It is important to remember that the increase in debt in 2009, 
as distinct from the deficit, will be even greater. We believe the in- 
crease in the debt before any economic recovery package will be in 
the range of $1.6 trillion. So we could easily reach an additional 
debt, once an economic recovery package is put in place, of $2 tril- 
lion in 1 year alone. To put that in perspective, our current gross 
debt of the United States is about $10.6 trillion. And CBO’s 10- 
year outlook confirms that with current policies, such as the tax 
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cuts extended, alternative minimum tax reform, and ongoing war 
costs, we will see record deficit for years to come. 



1 with Bush Policies 
/I 2009-2019 


Previous record 
deficit of $455 B 


Our Nation is building a wall of debt that is certainly sobering 
and I think should give us all pause. Gross Federal debt is now es- 
timated to reach $11.6 trillion in 2009; and if we add in current 
policies, such as the tax cuts extended, the alternative minimum 
tax reform, the ongoing war costs, it could rise to over $21 trillion 
by 2019. Again, that is without any economic recovery costs in- 
cluded. 
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Our long-term outlook is even more serious. The combination of 
the retiring baby-boom generation, rising health care costs, and in- 
adequate revenues will explode deficits to clearly unsustainable 
levels. CBO’s latest long-term budget outlook, which was released 
in December of 2007, shows that the Federal debt could climb to 
more than 400 percent of gross domestic product by 2058. We are 
at about 70 percent gross debt to GDP now. 

Without any new policies, just the extension of current policies, 
we see the debt to GDP approaching 100 percent by 10 years from 
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now. But if we stay on this course, we see the debt then soaring 
to 400 percent of GDP by 2058. This is utterly unsustainable. The 
bipartisan fiscal task force that I have proposed, along with Sen- 
ator Gregg, could be the basis for a process that I believe will be 
needed to tackle our long-term fiscal challenges. I am open — and I 
am certain Senator Gregg, who can speak for himself, is open — to 
other suggestions, but I believe that what we have proposed is 
something that is badly needed. 

Here are the highlights of the task force proposal: It would be 
tasked with addressing our long-term fiscal imbalances. It would 
consist of lawmakers and administration representatives. Every- 
thing would be on the table. The panel’s legislative proposal would 
get fast-track consideration, and Congress would have to vote on 
the proposal. It would be designed to ensure a bipartisan outcome. 

I do not pretend that this is the magic bullet that solves all of 
our problems, but as I look ahead, it is becoming increasingly ap- 
parent that we simply cannot allow our fiscal condition to continue 
to drift downward. That way lies American economic decline. And 
so I think it is critically important that we face up to these long- 
term imbalances and look at both the spending side and the rev- 
enue side of the equation. 

In announcing his economic team in November, President-elect 
Obama said, “Short term, we have got to focus on boosting the 
economy and creating jobs. Part and parcel of that is a plan for a 
sustainable fiscal situation long term.” He has that exactly right, 
and that is precisely what Senator Gregg and I are calling for. Our 
Nation’s economic future will remain at risk until we confront the 
long-term fiscal challenge before us. 

Let me just add, if there is any doubt about the importance of 
facing up to these long-term imbalances, the news that was spread 
across the front page of the New York Times today on “China Los- 
ing Taste For Debt From U.S.” ought to be a warning signal to us 
all. China has now become our biggest creditor, and this article 
says very, very clearly that China is losing taste for debt from the 
United States. If they pull back from taking on U.S. debt, what are 
the ramifications for our economy? What would be the effect on in- 
terest rates? What would be the effect on economic growth? 
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China Losing Taste for Debt From the US. 

Key Lender Finds Uses for Money at Home 

By KEITH BRABSHER 


HONG KONG - China has 
bought more than $1 trillion of 
American debt, but as the global 
downturn has intensified, Beijing 
is starting to keep more of its 
money at- home, a move that 
could have painful effects for 
American borrowers. 

The declining Chinese appetite 
for United States debt, apparent 
in a series of hints from Chinese 
policy makers over the last two 
weeks, with official statistics due 
for release in the next few days, 
comes at an inconvenient time. 

On Tuesday, President-elect 
Barack Obama predicted the pos- 
sibility of trillion-doliar deficits 
“for years to come,” even after an 
$800 billion stimulus package. 
Normally, China would be the 
most avid taker of the debt re- 
quired to pay for those deficits, 
mainly short-term Treasuries, 
which are government i.o.u.’s. 

In the last five years, China has 
spent as much as one-seventh of 
its entire economic output buying 
foreign debt, mostly American. In 
September, it surpassed Japan as 
the largest overseas holder of 
Treasuries. 


But now Beijing is seeking to 
pay for its own $600 billion stimu- 
lus — just as tax revenue is fall- 
ing sharply as the Chinese econ- 
omy slows. Regulators have or- 
dered banks to lend more money 
to small and medium-size enter- 
prises, many of which are strug- 
gling with tower exports, and to 
local governments to build new 
roads and other projects. 

“All the key drivers of China’s 
Treasury purchases are disap- 
pearing — there’s a waning appe- 
tite for dollars and a waning ap- 
petite for Treasuries, and that 
complicates the outlook for in- 
terest rates,” said Ben Simpfen- 
dorfer, an economist in the Hong 
Kong office of the Royal Bank of 
Scotland. 

Fitch Ratings, the credit rating 
agency, forecasts that China’s 
foreign reserves will increase by 
$177 billion this year — a large 
number, but down sharply from 
an estimated $415 billion last 
year. 

China's voracious demand for 
Continued on Page A10 


With that, I turn to my colleague, my very able colleague, the 
Ranking Member of the Committee, Senator Gregg. 

OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman, and thank you for 
those sobering words. And I want to join you in thanking the CBO 
team here. You had to work very hard during the holidays. I know 
your families were impacted by that, and we very much appreciate 
that work, and the product that you have brought forward, al- 
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though stark and obviously a product that causes us all pause, is 
something that we needed to hear. And we thank you for getting 
it to us quickly. 

Picking up on the Chairman’s comments, we are facing some- 
thing that is totally unique that we have not confronted as a Na- 
tion before, at least certainly in the post-World War II period; and 
our running room, so to say, is limited. Whereas maybe in the ear- 
lier times we had more capacity to deal with a situation like this, 
right now our options are limited. 

There are a couple numbers that jump out at me, and I want to 
sort of second everything the Chairman said, especially relative to 
the approach that should be taken here regarding a bipartisan ini- 
tiative to try to get our hands around the out -year costs of entitle- 
ments. But a couple numbers that really jumped out from your re- 
port are that it looks like we are going to see spending in 2009 at 
about 24.9 percent of GDP, which would be the highest level since 
1945; and it looks like tax revenues will be at about 16.5 percent 
of GDP, which will be one of the lowest levels since the 1950’s. 
Those two numbers lead inevitably to disaster and cannot be toler- 
ated for an extended period of time. 

I do greatly respect much of what has been said by President- 
elect Obama on how they intend to address this issue relative to 
the stimulus package. And I just want to highlight my concerns, 
and I sense, at least, that the representation is that they are also 
the concerns of Larry Summers and Treasury Secretary Designate 
Geithner. 

The reason the budget deficit is going to balloon so dramati- 
cally — can we put up that chart there? 

This sort of shows it: $1,186 trillion is CBO’s estimate, not count- 
ing the stimulus. And if you put the stimulus on top of it, you are 
headed toward $2 trillion. 

The reason that occurs is in large part two changes compared to 
CBO’s baseline issued in September 2008: one is the radical drop 
in revenues, and two is the expenditures which occur as a result 
of our attempt to at least soften the impact of this extraordinarily 
difficult economic time through spending, which is deficit spending, 
by the Federal Government. I think it is critical that on the second 
item, which is the spending — we make sure that all that spending 
that we undertake, whether it is in the stimulus or whether it is 
by TARP or whether it is in the basic budget process, but especially 
the stimulus and TARP, be one-time events which, when they are 
finished, will have added to our capacity as a Nation to compete 
and be more productive in the global marketplace. 

The TARP is actually an investment in assets, that should be re- 
turned to the taxpayer as the economy turns around and we get 
these assets paid back to us, maybe even with interest and make 
a little money. The stimulus package, on the other hand, is in large 
part a payment out of the treasury, but it should be one-time pay- 
ments. It should not be initiatives that expand the base of the Fed- 
eral spending and increase programmatic activity that goes beyond 
the stimulus event; and it should be focused primarily on things 
which are going to return us to a more competitive Nation in the 
area of infrastructure and in the area of tax policy, which appear 
to be the two primary thrusts of the emerging stimulus bill, along 
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with the payments to the States, which I have a whole separate set 
of issues with. 

So I am hopeful that as we hear your thoughts on this, you can 
give us your ideas as to what type of mechanisms and what type 
of initiatives we should put in place in order to make sure that 
when we jump from a $1,186 trillion deficit this year up to $1.8 
trillion as a result of the stimulus, that number comes down almost 
as fast as it goes up in the out-years as we move away from the 
stimulus package by having it be a one-time event with very strict 
enforcement of sunset rules and things like that. 

This is obviously such a unique situation and the problem is so 
dire for our Nation that we cannot approach it in a partisan way. 
There are a lot of ideological issues here. You know, as a conserv- 
ative, I obviously have an inherent dislike of having the Govern- 
ment expand dramatically and having, obviously, deficits of this 
size. But I also recognize that in this type of economy, something 
has to be done, and if the Government is sort of the spender of last 
resort here, it just has to be done right. And it is my attitude, and 
I think it is the attitude of our party on our side of the aisle within 
the Senate, that we want to be cooperative here because we realize 
the seriousness of the situation, and we are hopeful that we can 
reach some bipartisan initiatives which will address the short-term 
problem, which is the slowdown, and at the same time address the 
long-term problem, which is the looming fiscal crisis of the baby- 
boom generation. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Gregg. 

Mr. Sunshine, we will turn to you, and, again, you have the 
thanks of this Committee and you have the thanks of the Senate 
for working through the holidays to develop this forecast well 
ahead of the normal schedule to help us deal with the decisions 
that must be made. Again, our thanks. 

STATEMENT OF ROBERT A. SUNSHINE, ACTING DIRECTOR, 

CONGRESSIONAL BUDGET OFFICE, ACCOMPANIED BY ROB- 
ERT A. DENNIS, ASSISTANT DIRECTOR FOR MACRO- 

ECONOMIC ANALYSIS 

Mr. Sunshine. Thank you, Mr. Chairman, Senator Gregg, mem- 
bers of the Committee. I am delighted to be here today to present 
CBO’s latest budget and economic projections. I suppose I would be 
more delighted if I had lots of good news to communicate, but as 
you know, that is not the case. The budget outlook for this year 
and for at least the next couple of years is not at all encouraging. 
The first chart here shows exactly what is going on. 

As a share of the economy, we expect the deficit this year to be 
the largest recorded since World War II. Assuming no changes in 
tax or spending policy, and that is assuming no — taking into ac- 
count no possible stimulus legislation, we project that the deficit 
will total $1.2 trillion, or 8.3 percent of GDP. A stimulus would add 
to that. 

Now, the baseline then shows some improvement as the deficit 
drops to 4.9 percent in 2010 and levels off at around 1 percent of 
GDP in the out-years. But that is not a prediction of what is going 
to happen because, as we know, the baseline makes certain as- 
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sumptions about the continuation of current law. So it assumes 
that there is no AMT fix. It assumes that we continue spending on 
military activities like those in Iraq and Afghanistan, only $68 bil- 
lion a year that we have funded for this year. It assumes that the 
2001 and 2003 tax cuts expire, which pumps up revenues in the 
out-years. So that it is a benchmark, a measure of what we think 
would happen under current law, not necessarily a prediction that 
within a few years we will be down to a deficit of 1 percent of GDP. 
It is very likely, as we all know, that some policies will differ from 
the ones that I have just described. 

The question then is: Well, how did the deficit get to be that big? 
$1.2 trillion is an enormous number compared to any other deficits 
that we have seen, and there are a small number of major factors 
that account for that. One of the most significant ones is on the 
revenue side of the budget. Because of what has happened to the 
economy, we have a revenue decline of $166 billion from last year 
to this year. That is a drop of 6.6 percent. That is a combination 
of the recession, drops in the stock market, and as a matter of fact, 
what happens is not only are revenues lower than they were last 
year, they are lower than they were 2 years ago. And if revenues 
had, say, gone up by 4 or 5 percent a year over the 2-year period, 
what you might expect in a more normal kind of environment, they 
would be $300 or $400 billion higher this year. And that has a very 
significant impact on the deficit. 

The second big piece is the Troubled Asset Relief Program, which 
was enacted last fall, and we have $180 billion in outlays in the 
deficit estimate for that program. Now, that is potentially $700 bil- 
lion of purchases — that is a program that involves potentially $700 
billion of purchases, but we do not record those — as specified in the 
law, we do not record those on a cash basis. We record those on 
an estimated present -value-loss basis. So our estimate assumes 
that all $700 billion of that program is carried out, and we esti- 
mate a net loss of around a quarter, about 25 percent, ultimately, 
on those transactions. That $180 billion represents most of that 
loss, and we have a little bit showing up in 2010. So that is the 
second big piece. You have a big drop in revenues. You have $180 
billion in outlays for TARP. 

And then the third really big piece is that we have incorporated 
in these estimates over $200 billion, roughly $240 billion for Fannie 
Mae and Freddie Mac. These entities have had a close relationship 
with the Government for many years. They were created by the 
Government. They have been called “Government-sponsored enter- 
prises.” We are now taking them over, and CBO believes that the 
link is now so close and so clear that the activities of Fannie and 
Freddie belong in the Federal budget. It was, in fact, a reasonably 
close call before now, but now it seems clear to us that that is 
where they belong. We ultimately do not make that decision. The 
Office of Management and Budget will make that decision. But we 
have included them in the numbers here, and we have included 
about $200 billion for the net loss on the difference between assets 
and liabilities of those entities when we took them over and an- 
other roughly $40 billion for their activities this year. 

That is a potentially confusing number because that is not the 
same number as the amount that the Government will actually 



13 


have to put into those entities in cash. They are very different con- 
cepts. The cash concept has to do with the way the entities account 
for their profits and losses and what their balance sheets look like. 
The $200 billion number is a more credit reform, long-term type 
calculation. We are not estimating that the Government will have 
to infuse $200 billion into those entities this year. The estimate is, 
I believe, $18 billion for this year. So that is sort of a confusing 
number, but it adds over $200 billion to our deficit. So those are 
the three biggest pieces, and together they add $700 or $800 billion 
to the deficit. 

Even without Fannie and Freddie, if you took that $240 billion 
out of the deficit number, you would still have a deficit of $966 bil- 
lion, and it would still be the largest deficit as a percentage of GDP 
since World War II. So it makes the deficit look substantially big- 
ger, but the deficit is still very large, regardless of whether you 
count Fannie and Freddie in the numbers or you do not. 

There are other smaller factors — they are only small in compari- 
son to these very large factors — that are adding to the deficit this 
year. Costs of unemployment compensation are up by $36 billion. 
Nutrition assistance, food stamps — what we used to call food 
stamps — is up by $11 billion. Social Security, Medicare, and Med- 
icaid are up by $111 billion, almost 9 percent. There was a very 
big cost-of-living adjustment in benefits from Social Security this 
year because earlier last year the inflation rate was quite high. 
And deposit insurance costs are up by several billion dollars. 

On the other hand, the one bit of good news is that Federal inter- 
est costs are down because the interest rates on Federal debt are 
now so low. 

Chairman Conrad. Is that the sunshine in this forecast? 

[Laughter.] 

Mr. Sunshine. Yes. A little bit. A little bit. So those are the 
major changes. 

Now, here is the difference between — this actually is similar to 
the slide that Senator Gregg put up where we compare the deficit 
that we estimate now with the deficit that we estimated last Sep- 
tember. Again, lower revenues, the TARP spending, and the impact 
of Fannie and Freddie account for virtually all the change in our 
deficit since last September. 

Now, as the Chairman has pointed out, this is having an enor- 
mous impact on the public debt. We estimate in our report that the 
debt held by the public will reach 50 percent of GDP in 2009. That 
is the highest since sometime in the 1950’s. The debt held by the 
public was very large as a percent of GDP in World War II, and 
it gradually declined over the following few decades. But it has not 
been at 50 percent since sometime in the 1950’s, and we have esti- 
mated it will hit 54 percent in 2010. 

Chairman Conrad. Can I just stop you on that point? Because 
people listening to this may be confused. I talked about 70 percent 
debt to GDP currently. You are talking about 50 percent. We 
should make clear to those listening that you are talking about 
debt held by the public. I am talking about gross debt, the total 
debt that we have. That is the reason for the difference. It is not 
a disagreement between us. We completely agree when you use the 
same measure. 



14 


Mr. Sunshine. Yes, that is correct. For example, the Social Secu- 
rity trust fund balances are invested in treasury securities, and 
that is counted as part of the gross debt, and the figures I am talk- 
ing about exclude that kind of debt, intragovernmental debt, debt 
that we owe ourselves because we have made promises to do cer- 
tain things in the future. And we have been focusing on the debt 
when the Government borrows money from the public. 

The highest that figure has been in recent years, it was 49 per- 
cent in the mid-1990’s, so we are not yet at a point where it is dra- 
matically different from our experience in recent decades, but it 
is — well, more than at the high end, it is above the high end of 
anything we have seen. 

Chairman Conrad. What is your number for the gross debt per- 
centage to GDP? 

Mr. Sunshine. About 70 percent. 

Chairman Conrad. That then is the number I am using, 70 per- 
cent. So we are in agreement on that. And when I look at your fore- 
cast, when I look at an extension of current tax policy, alternative 
minimum tax reform, as well as war costs, we are approaching 100 
percent of GDP on the gross debt in 10 years. And that would take 
us to a level approaching where we were after World War II. I 
think after World War II we were 125 or 126 percent of GDP. 

Mr. Sunshine. Yes, it was over 100 percent. 

The next slide I think makes the point that you have been mak- 
ing, and it is similar to the one you showed, Mr. Chairman. This 
is a projection of debt held by the public from our long-term projec- 
tions that we did last fall. We have two scenarios because there are 
all kinds of different assumptions one can make about what it 
means to continue current policy. One is what is probably viewed 
as a relatively conservative assumption as to what the current pol- 
icy means. The alternative fiscal scenario, the higher one, assumes 
things like an SGR fix, discretionary spending growing at the rate 
of GDP, an AMT fix, continuation of existing tax cuts. Either one 
produces a result in terms of debt held by the public out a few dec- 
ades, the lower one more than 200 percent of GDP, the upper one 
much higher than that. And as CBO Directors for quite some time 
have been saying, you know, we are on a path that is an 
unsustainable path from the Nation’s fiscal policy perspective. It is 
caused to a significant degree by the rising costs of health care and 
Federal health programs. It is caused also by the aging of the pop- 
ulation. And it is a tough problem. Assuming — and I expect we 
will — we get by the difficult short-term situation that we are in, 
whether it is in a year or 2 years, this problem will still exist. And, 
at best, we will not have exacerbated it, and in trying to deal with 
the short-term problem — well, we may have exacerbated it in try- 
ing to deal with the short-term problem, but we are almost cer- 
tainly not making it much better. 

Chairman Conrad. If I could just interrupt you there, too, and 
say that is why the words of Senator Gregg are wise admonitions, 
that while we do short-term things to lift the economy, we have got 
to guard against doing things that would make our long-term cir- 
cumstance worse. And that is what I hear you saying today. 

Mr. Sunshine. That is correct. That is correct. 
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Having given all that good news about the budget, let me just 
touch on some of the key economic factors just so we can have a 
clear picture of what they are. 

We estimate that real gross domestic product will decline by 2.2 
percent in 2009. That is also the largest single-year decline in real 
GDP in any year since World War II. And we have relatively slow 
growth in 2010, only 1.5 percent. The overhang of the financial cri- 
sis, the loss of wealth, and the various other factors that have con- 
tributed to the recession we think are going to not lead to a sharp 
uptick in growth that you sometimes see after a recession. So we 
have 1.5-percent growth in real GDP in 2010. 

By our estimate, this recession will last until the latter part of 
this year, which means that is at least 19 months since it started 
a year ago December. That will make it the longest of any of the 
post-war recessions. The longest of those was 16 months. A number 
of other recessions were much shorter than that. 

This will also be in our estimate the deepest recession. By deep, 
we mean the extent to which the economy is performing under its 
capacity. And we estimate that over the next 2 years, the economy 
will average 6.8 percent — GDP will average 6.8 percent below its 
potential. 

We have the unemployment rate peaking early in 2010 at more 
than 9 percent. The unemployment rate tends to peak after the re- 
cession is over and then hedge down. It keeps going up for a little 
while. It is not that long ago, early in 2007, when we had an unem- 
ployment rate of 4.5 percent. It seems like a long time ago. In the 
past 50 years, the unemployment rate has hit 9 percent only twice: 
one in 1975 for a month, and then for a period in 1982 and 1983. 

The next slide shows the gap that I have been talking about, 
with the smooth upper line being the potential gross domestic prod- 
uct, if the economy is functioning on all cylinders; and the bottom 
curly line shows what we estimate will happen, and the gap be- 
tween them is the lost output as a result of the economic cir- 
cumstances. It is also an indication of how much ground you have 
to make up, but also how much room you have to work with in 
terms of stimulating the economy before you start running into the 
constraints of an economy that is operating close to potential. Now, 
ultimately in our baseline we project that the economy will return 
to close to potential over several years out, but it does not get there 
until somewhere around 2014 or 2015. 

This is a comparison what this recession will look like in our 
view with what the typical previous recessions have looked like. We 
are now about a year into the recession. In previous recessions, the 
average business cycle, the recession is actually over by now. Usu- 
ally they last two or three quarters and they are over. That would 
be the average business cycle. Here we are already more than 12 
months into the recession, and we have not even hit the worst part 
yet. So we projected there will be a much longer recession and the 
recovery will be quite gradual. And so we will get 4 years out 
where we ordinarily get 2 years out. It will take us 4 years to get 
to the point of recovery that we ordinarily get 2 years after the re- 
cession has begun. 

That has some ramifications for the kinds of steps one might 
think about taking to address it — and, in fact, whether one thinks 
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you ought to take steps to address it. One caveat, though, I need 
to remind the folks in the room is that if you compare our economic 
assumptions with those of other forecasters, they are done on a dif- 
ferent basis. Most of the forecasters make assumptions about what 
the Government is going to do, and they will assume some kind of 
stimulus package in their forecasts. As always, in doing our base- 
line we assume no further legislative action. So other forecasts may 
look more positive than ours in part because they assume that 
there is some kind of legislative action on the part of the Congress. 

I would like to touch briefly on the question of stimulus. This 
was not addressed in our report yesterday, but I thought it was im- 
portant that we talk about it. 

In the absence of any changes in policies, we estimate that the 
economy will produce $1 trillion less in output per year than its es- 
timated potential in 2009 and 2010. That is that gap. And it is sig- 
nificantly less than its potential in 2011 and 2012. 

Many economists believe that a stimulative fiscal policy is desir- 
able under these kinds of conditions. Recessions are characterized 
by a self-reinforcing cycle. Firms cut production and they cut em- 
ployment because of a fall-off in sales, and then people have less 
income and they have less confidence, and they are more stressed 
financially; they buy less. Companies have lower sales; they cut 
more people. And you can get a self-reinforcing cycle. 

A fiscal stimulus can dampen that cycle by increasing spending, 
whether it is by households, by businesses, or by governments. 
Some degree of fiscal stimulus occurs automatically when the Fed- 
eral budget goes into a deficit, the big revenue shortfall that we 
talked about, additional spending on unemployment compensation, 
food stamps. Those things all help offset the decline in demand in 
the private sector. 

The Government has the option of providing additional stimulus, 
either on the tax side by reducing taxes or by increasing payments 
to individuals or by conveying resources to State and local govern- 
ments, or by doing things itself, by buying goods and services itself. 

The Fed is also stimulating the economy. The Fed has been very 
aggressive and innovative in providing economic stimulus. But 
there still remains the question as to whether the things the Fed 
has done will be sufficient to both stabilize the financial system, 
which it shows signs of doing, and providing a significant boost to 
demand in the economy. Ultimately we need to do both, and it is 
not clear that the very aggressive actions by the Fed will actually 
succeed in doing both. 

Another way of thinking about it is even if one thinks that the 
CBO forecast is not too bad, we can live with it — and it is not a 
terribly optimistic forecast — things could be worse. I mean, there is 
no great science to forecasting the economy. Economists have a 
very difficult time predicting turning points. The outcome could be 
better than we predict, but it also could be worse. And one can also 
think about taking legislative action as a kind of insurance policy 
to ensure that it — or to try to ensure that the situation does not 
turn out worse and hopefully it turns out a little better. 

There are three key criteria that we think need to be applied in 
thinking about fiscal stimulus. The first is timeliness. It is impor- 
tant that the effects of the stimulus occur when the need for the 
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stimulus exists, when you have that gap, which means that, since 
we are already in the recession, one probably ought to do it quickly, 
and one ought to do things — if you want to have an effect on clos- 
ing that gap, one ought to do things that take effect quickly. That 
means if it is getting money into the hands of people or businesses 
or governments, if it gets into their hands 2 years from now, that 
is probably not — it is not going to help with the big gap in the eco- 
nomic output. 

It does not have to take effect during the technical period that 
we call a recession, because if we have weak growth following the 
recession, it may also be helpful to stimulate the economy then. 
But what you do not want it to do is you do not want it to kick 
in when the economy is growing rapidly and the output is getting 
close to potential. 

A second key criterion is that it is desirable that the policies be 
cost-effective, that you get bang for the buck. The most effective 
policies in that regard put money, resources in the hands of house- 
holds or firms or governments that will spend them. If people 
save — saving in the long term is a really good thing for the econ- 
omy, but saving now is not a good thing for the economy. And if 
we put the resources into the hands of individuals or firms or gov- 
ernments that do not spend them now, then you do not get bang 
for the buck in terms of economic stimulus. 

There is another tradeoff. The other tradeoff is if you push too 
hard to spend things quickly, you might not spend them wisely, be- 
cause sometimes it takes time to think out carefully exactly what 
one — whether it is infrastructure projects or other kinds of things, 
to determine exactly what are the most productive ways to spend 
those things and what kinds of projects are the right ones. And so 
you have a tradeoff between the desire to spend money quickly and 
the need to be thoughtful about how we spend it. 

There are some potential policies that simply change the timing 
of spending, and that if we simply accelerate certain types of 
things, like accelerated depreciation, for example, it would ulti- 
mately be a cost to the Government anyway, but move them from 
a time period when we need the fiscal impact less to a time period 
when we need the fiscal impact more. That actually has very little 
net cost to the Government, but it may be helpful in terms of stim- 
ulus. 

So timeliness, cost-effectiveness, and then something that we 
have already talked about, you want to avoid doing things that sig- 
nificantly exacerbate the Nation’s long-term fiscal problems. Poli- 
cies that may be very desirable and helpful in the short run may 
not be beneficial or may even be harmful to addressing the Nation’s 
long-term fiscal challenges. 

Fiscal stimulus adds to the Federal debt. For every $100 billion 
in Federal debt, the future taxpayers will probably wind up paying 
about $5 billion a year in interest costs. Large deficits, persistent 
deficits, slow economic growth — they reduce national savings, they 
reduce capital accumulation, and they reduce over the long term 
the economy’s capacity to produce. Spending, on the other hand, if 
one finds ways to stimulate the economy in ways that enhance the 
Nation’s productivity over the future, that can offset some of that 
problem. 
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Then, as the Chairman has pointed out, a large increase in debt 
poses risks. At some point investors here and abroad may decide 
that they have enough treasury securities and they are not inter- 
ested in having a lot more. It may then start costing us a lot more 
to finance our Federal debt. 

We risk losing some flexibility in future financial crises. Right 
now we can borrow lots of money, and we are, and it has been very 
helpful. But at some point, you may reach a point where the debt 
is sufficiently large that that is not so easy to do or it is very ex- 
pensive to do. 

And, finally, spending or tax changes that are enacted that are 
intended to be temporary may or may not be easy to reverse later. 
Programs and policies take on a momentum, a life of their own, 
and it is certainly possible to enact things where all intention is 
that they be temporary, but they may not turn out to be temporary. 

Chairman Conrad. We have certainly seen that. 

Mr. Sunshine. So those are the three main criteria, we think, 
that the policymakers ought to think about in addressing fiscal 
stimulus. 

Before I conclude, I would just like to thank two groups of peo- 
ple, a brief commercial. One group of people is the Committee staff 
on both sides of the aisle who have been very helpful and sup- 
portive and encouraging to me and to CBO during this transition 
period, and we appreciate their guidance and their support and 
their help. And I would certainly be remiss if I did not mention, 
as you have mentioned, the enormous amount of hard work that 
the CBO staff has put in over the past couple of months, working 
over the holidays to produce this report, producing the two very 
large health reports in December, and as well as a whole lot of 
other estimates and reports that have been going out. There is a 
very dedicated group of people that are not in this room that have 
made all those things possible, as well as some dedicated people 
who are in this room, and I am — and I hope you are — very grateful 
to them for doing that. 

Chairman Conrad. We are indeed. 

Mr. Sunshine. I am happy to answer any questions. 

[The prepared statement of Mr. Sunshine follows:] 
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Chairman Conrad, Senator Gregg, and Members of the 
Com mi tree, thank you for inviting me to testify' on the 
Congressional Budget Offices (CBO’s) most recent anal- 
ysis of the outlook for the budget and the economy. My 
statement describes CBO’s new economic forecast and 
baseline budget projections, which cover fiscal years 2009 
through 2019. Those estimates were released yesterday in 
the report titled The Budget and Economic Outlook: Final 
Years 2009 to 2019. 

The sharp downturn in housing markets across the coun- 
try, which undermined the solvency of major financial 
institutions and severely disrupted the functioning of 
financial markets, has led the United States into a reces- 
sion that will probably be the longest and the deepest 
since World War 11. The Congressional Budget Office 
anticipates that the recession — which began about a year 
ago — will last well into 2009. 

Under an assumption that current laws and policies 
regarding federal spending and taxation remain the same, 
CBO forecasts rhe following; 

■ A marked contraction in the U.S. economy in calen- 
dar year 2009, with real {inflation-adjusted) gross 
domestic product (GDP) falling by 2.2 percent. 

■ A slow recovery in 2010, with real GDP growing by 
only 1.5 percent. 

■ An unemployment rate that will exceed 9 percent early 
in 2010. 

■ A continued decline in inflation, both because energy 
prices have been failing and because inflation exclud- 
ing energy and food prices — the core rate — tends to 
case during and immediately after a recession; for 
2009, CBO anticipates that inflation, as measured by 
the consumer price index for all urban consumers 

(C PI -U), will be only 0.1 percent. 

■ A drop in the national average price of a home, as 
measured by the Federal Housing Finance Agency’s 


purchase-only index, of an additional 14 percent 
between the third quarter of 2008 and rhe second 
quarter of 2010; rhe imbalance between the supply of 
and demand for housing persists, as reflected in 
unusually high vacancy rates and a low volume ol 
housing starts. 

■ A decrease of more than 1 percent in real consump- 
tion it) 2009, followed by moderate growth in 2010; 
the rise in unemployment, the loss of wealth, and tight 
consumer credit will continue to restrain consump- 
tion — although lower commodity prices will ease 
those effects somewhat. 

■ A financial system that remains strained, although 
some credit markets have started to improve; it is too 
early to determine whether the government’s actions 
to date have been sufficient to pur the system on a 
path to recovery. 

fhe major slowdown in economic activity and the policy 
responses to tire turmoil in the housing and financial 
markets have significantly affected the federal budget. As 
a share of the economy, the deficir for this year is antici- 
pated to be the largest recorded since World 'War II, 
Under the rules governing CBO’s hut! get projections — 
char is, an assumption that federal laws and policies 
regarding spending and taxation remain unchanged — the 
agency’s baseline reflects these key points; 

■ CBO projects that the deficit this year will total 

5 1.2 trillion, or 8-3 percent ofGDR Lnacmtent of an 
economic stimulus package would add to that deficit. 
In CBO s baseline, the deficit for 20 10 falls to 4.9 per- 
cent of GDP, sriil high by historical standards. 

• CBO expects federal revenues to decline by $166 bil- 
lion, or 6.6 percent, from the amount in 2008. Tire 
combination of the recession and sharp drops in the 
value of assets — nrosr significantly in publicly traded 
stock-— is expected to lead to sizable declines in 
receipts, especially from individual and corporate 
income taxes. 
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Figure 1. 

The GDP Gap, 1949 to 2019 

(Percentage of potential gross domestic product) 



1945 1955 1955 1975 1985 1995 2005 2015 


Sources: Congressional Budget Office; Department ol Commerce, 
Bureau of Economic Analysis. 

Notes: The GDP gap is the difference between real {inllation- 
adjusted) gross domestic produci and its estimated 
potential leuel (which corresponds lo a high level ot 
resource — labor and capita! — use). 

Data are quarterly and are plotted through the fourth quarter 
of 2019. 

■ According to CBO’s estimates, outlays this year will 
include more than SI 80 billion to reflect die present 
value of the net cost of transactions under the Trou- 
bled Asset Relief Program (TARPi. which was created 
in the fall of 2008. (Broadly speaking, chat cost is the 
purchase price minus the present value, adjusted for 
market risk, of any estimated future earnings from 
holding purchased assets and the proceeds from the 
eventual sale of them.) The TARP has the authority to 
enter into agreements to purchase assets totaling up to 
§700 billion outstanding at any one time, but the net 
cost over time will be much less than that amount. 

■ The deficit for 2009 also incorporates CBO's estimate 
of the cost to the federal government of the recent 
takeover of Fannie Mae and Freddie Mac, Because 
those entities were created and chartered by the gov- 
ernment, are responsible for implementing certain 
government policies, and are currently under the 
direct control of the federal government, CBO has 
concluded that their operations should be reflected in 
the federal budget. Recognizing that cost in 2009 adds 


about 5240 billion (in discounted present- value 
terms) to the deficit this year. 

■ Economic factors have also boosted spending on 
programs such as chose providing unemployment 
compensation and nutrition assistance as well as those 
with cost-of-living adjustments. (Such adjustments for 
2009 are large because most of them are based on the 
growth in the consumer price index over the four 
quarters ending in the third quarter of 2008.) 

The Economic Outlook 

CBO anticipates that, the current recession, which started 
in December 2007, will last until the second half of 
2009, making it the longest recession since World War If. 
(The longest such recessions otherwise, the ! 973-1974 
and 1981-1982 recessions, both lasted 1 6 months. If the 
current recession were to continue beyond midyear, it 
would last at least 19 months.) It could also be the 
deepest recession during the postwar period: By CBO's 
estimates, economic output over the next two years will 
average 6.3 percent below its potential — that is, the level 
of output that would be produced if the economy's 
resources were fully employed (see Figure 1). This reces- 
sion, however, may not result in the highest unemploy- 
ment rate. That race, in CBO’s forecast, rises to 9.2 per- 
cent by early 2010 (up front a low of 4.4 percent at the 
end of 2006) but is still below the 10.8 percent rate seen 
near the end of the 1 981-1 982 recession. 

The Near-Term Outlook 

In preparing its economic forecast, CBO assumes that 
current laws and policies governing federal spending and 
taxes do not change. This forecast, therefore, does not 
include the effects of a possible fiscal stimulus package. 
On that basis, CBO anticipates that real GDP will drop 
by 2.2 percent in calendar vear 2009, a Sleep decline. 
CBO expects the economy to begin a slow recovery in the 
second half of 2009 and to grow by a modest 1 .5 percent 
in 2010 (see Table 1). 

CBO expects inflation to continue to decline, both 
because energy prices have been falling and because infla- 
tion excluding energy' and food prices — the core rate — 
tends to ease during and immediately after a recession. 
For 2009, CBO anticipates that the increase in the 
CPI-IJ will be only 0.1 percent. For 2010, CBO forecasts 

the CP I'D to be higher — at 1.7 pel cent because energy 

prices ate not expected to lessen inflation that year. 




22 


DIE BUDGET AND ECONOMIC OUTLOOK FISCAL VICARS 2000 TO it) I !> 3 


Table 1. 


CBO’s Economic Projections for Calendar Years 2009 to 2019 



Estimated Forecast 

Projected Annual Average 


2008 

2009 

2010 

2011-2014 

2015-2019 

Nominal GDP (Billions a! dollars} 

14,304 

Year to Year (Percentage change) 

14,241 14,591 18,211 3 

22.500 

Nominal GDP 

3,6 

-0.4 

2.5 

5.7 

4.3 

Real GDP 

1.2 

-2.2 

1.5 

4.0 

2.4 

GDP Price Index 

2.4 

1.8 

0.9 

1.6 

1.9 

PCE Price Index' 

3.3 

0.6 

1.3 

1.7 

1.9 

Cere PCE (Vice Index* 

2.2 

1.5 

0.9 

1.7 

1.9 

Consumer Price Index 6 

4.1 

0.1 

17 

2.1 

2.2 

Core Consumer Price Index 1 

2.3 

1.6 

1.3 

2.0 

■ 2.2 

Unemployment Rate 

57 

Calendar Year Average (Percent) 

8.3 9.0 6.4 

4.8 

Three-Month Treasury Bill Rate 

1.4 

0.2 

0.6 

3.8 

47 

Ten-VearTreasiiry Note Rate 

37 

3.0 

3.2 

4,8 

5.4 

Tax Bases (Billions of dollars} 

Economic profits 

1,533 

1,384 

1,413 

1,952 3 

2,187 " 

Wages and salaries 

6,548 

6,551 

6740 

8,344 * 

10,324 6 

Tax Bases (Percentage of GDP) 

Economic profits 

107 

9.7 

9.7 

10.5 

10.1 

Wages and salaries 

45.fi 

46.0 

46.2 

45.8 

45.9 

Nominal GDP 

2.3 

Fourth Quarter to Fourth Quarter (Percentage change) 

-0.5 3.9 5.7 4.3 

Real GDP 

-0.4 

-1,5 

3.0 

4.0 

2.3 

GDP Price Index 

2.6 

1.1 

0.8 

17 

1.9 

PCE Price Index' 

1.8 

1.4 

1.1 

1.8 

1.9 

Core PCE (Vice Index 6 

2.1 

1.2 

0.9 

LS 

1.9 

Consumer Price Index 6 

2.5 

0.6 

1.7 

2.1 

2.2 

Core Consumer Price Index 1 

2.1 

1.5 

3.3 

2.1 

2.2 

Sources: Congressional Budget Office: Deparirne 

nt of Commerce. 

Bureau of Econo* 

nic Analysis; Department of Labor, Bure 

au ol Labor 


Statistics; Federal Reserve Board. 

Notes: GDP = gross domestic product; PCE = persona! consumption expenditure. 


Economic projections lor each year from 2009 lo 2019 appear m Appendix B. 

a. Level in 2014. 

b. Level in 2019. 

c. The personal consumption expenditure chained price index. 

d. The personal consumption expenditure chained price index excluding prices for food and energy. 

e. The consumer price index lor all urban consumers. 

1. The consumer orice index for all urban consumers excluding prices lor iood and energy. 
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The sudden decline in economic activity in the second 
half of last] year signaled that tlae recession could be 
severe. The recession was precipitated by a drop in house 
prices and housing starts, which abruptly undermined the 
solvency of financial institutions and severely disrupted 
the functioning of financial markets. A sharp rise in oil 
prices between early 2007 and the middle of 2008 further 
debilitated economic activity. Those recessionary pres- 
sures were largely offset for a time by strong growth of 
exports and by government policies that included a sig- 
nificant easing of monetary policy and rax rebates during 
the spring and summer of 2008, By the middle of last 
year, the growth of output had weakened but remained, 
on average, about 2 percent. By the fall of last year, how- 
ever, additional turmoil hit financial markets even though 
policymakers had provided extraordinary amounts of 
support to the markets in order to contain it (see 
Appendix A). As spending by consumers and businesses 
weakened, output fell at an annual race of 0.5 percent in 
the third quarter and probably fell much more in the 
fourth quarter. T he price of oil also dropped rapidly late 
last year; if sustained, lower oil prices will temper the 
decline in output. 

Normally, sharp contractions in economic activity are fol- 
lowed by rapid rebounds, bur this forecast anticipates that 
the recovery in 2010 will be slow fora number of reasons. 
Although financial conditions are expected to improve, 
the pace of improvement will be restrained because it will 
take time for financial institutions to recover from losses 
due to loan defaults. As a result, borrowers will continue 
to find ibe terms and availability of credit tight, which 
will increase the cost of capital and hold back the growth 
of investment and consumption, dampening economic 
activity for several years. Similarly, the excess supply of 
vacant houses is expected to suppress the typical rebound 

muted as households continue to adjust to the large 
declines in wealth of the past few years. Last, foreign 
economies will not provide an offsetting boost in 
demand: Although economic growth overseas remained 
strong during the housing collapse of 2007 and 2008, 
providing support to U,S. producers, those economies are 
now weakening and are likely to restrain the U.S. recov- 
ery in 2010. 

The federal budget will provide some support ro the 
economy in 2009 am! 2010, even in the absence of any 
new stimulus legislation, federal tax liabilities {and there- 


fore revenues) fall proportionately more chan incomes m 
recessions, and that additional drop dampens the decline 
in households' real after-tax spending power, in addition, 
spending on some programs, such as those providing 
unemployment insurance and the Supplemental Nutri- 
tion Assistance Program (formerly known as the Food 
Stamp program), automatically increases during reces- 
sions. Those recession-induced changes in the federal 
budget tend to smooth out economic cycles. The magni- 
tude of those “automatic stabilizers" can be only roughly 
estimated, but in CBO s forecast about $250 billion of 
the change in the deficit (about 1.8 percent of GDP) 
between 2008 and 2009 appears to be attributable to 
them. 

In contrasr, spending by state and local governments will 
only mildly ease the downturn in economic activity, Iri 
response to lower- than -expected revenues and require- 
ments for balanced budgets, they are cutting back their 
spending on goods and services, and CBO s forecast 
assumes essentially no real growth in that spending this 
year. Total stare and local deficits (including both the 
operating and the capital accounts) will increase, but the 
change in the total deficits will be small relative to the 
recession-induced change in the federal deficit, 

A major source of uncertainty in the outlook is she degree 
and persistence of turmoil in financial markets and the 
resulting impact on the future course of the economy. 
Many financial instruments and practices that contrib- 
uted ro the financial crisis came into widespread use only 
in the past decade, and the scale of the problems and the 
worldwide linkages of financial markets are significantly 
different Iron) what they were in previous episodes of 
financial stress in the United States. Furthermore, the 
scale and novelty of federal intervention, particularly by 
the Federal Reserve, and uncertainty about the degree to 
which those interventions will affect the economic out- 
look, make it particularly difficult for analysts to use his- 
torical patterns to forecast the near future. 


I . Thar calculation differs (font CBO's estimate of the budgetary 
citrus of all economic (actors, primarily Because it reflects onh 
the direct effects oi the Business cycle, as measured by the devia- 
tion of G DP and unemployment from their potential levels 1* 
does rifu in dude budge rary effects from changes in inflation and 
interest rates. See Congressional Budget Office. Vie ihu/gef mii 
Heiinunnr Omhet' W if, in 2WS m 20 IM (January 2QH8). 
BoxC-1. 
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Figure 2. 

Inflation-Adjusted House Prices. 

1975 to 2010 

(Index. ?002 ■ 103) 



Sources: Congressional Budget Office; Federal Housing Finance 
Agency: Department of Commerce, Bureau of Economic 
Analysis. 

Notes: The index shown is the Federal Housing Finance Agency's 
purchase-only house price index for 1991 to the present and 
estimated values using the total index tor previous years, 
divided by the personal consumption price index. 

Data are quarterly and are plotted through the fourth quarter 
o! 2010. 

It is possible that the extensive support that the Federal 
Reserve and the Department of the Treasury' have pro- 
vided ro banks and other financial institutions — and have 
promised to continue to provide — will soon restore a 
measure of confidence dtat will permit a rapid rebound in 
economic activity. Alternatively, gt eater declines in house 
prices than CBO anticipates may generate further losses 
on mortgage-backed securities. Because institutions' 
direct and indirect exposure to those securities is still not 
clear, banks may remain unwilling to tend to one another 
or to other, nonfinandal, customers, making it difficult 
lor many households and businesses 10 obtain financing, 
Furthermore, foreign lenders, who have recently been 
willing to lend to the U.S. government on very advanta- 
geous terms, may become less willing to do so in the 
future, which would tend to raise interest rates in this 
country and dampen economic activity. 

The Outlook from 201 1 to 2019 

CBO does not attempt to predict cyclical movements 
beyond the near term — that is, in the current projections. 


beyond 2010 — but instead aims to describe an average 
path on which the economy’s actual output gradually 
converges with its potential output.' In these projections, 
the anticipated GDP gap — the difference between actual 
and potential output — will not close until early 2015 (see 
Figure 1 on page 2 ). After that point, CBO projects, 
GDP will average close ro its potential and therefore will 
grow at the same rare: 2.3 percent. 

Inflation, as measured by the price index for personal 
consumption expenditures in the national income and 
product accounts (the inflation measure that the Federal 
Reserve watches most closely), averages 1.9 percent per 
year during the latter years of CBG's projections (20 1 3 to 
2019). That estimate implies a slightly higher growth 
rate, 2.2 percent, for the CPMJ and a slightly lower 
growth rate, 1 .9 percent, for the overall GDP price index. 
The projected unemployment rare averages 4.8 percent 
during those years, equal to CBO's estimate of the aver- 
age sustainable rate in the long run. The interest ran: on 
3-month Treasury bills is projected to average 4.7 per- 
cent, and the rate on 1 0-year Treasury notes, 3-4 percent. 

The Housing Market 

Although housing starts and house prices have fallen sub- 
stantially. the inventory of unsold homes remains very 
high. The correction in the housing marker will probably 
continue for most of this year. 

The volume of home construction starred tn fall early in 
2006 when the number of vacant units started to increase 
and real prices of houses, which had been rapidly increas- 
ing, suddenly plateaued. in 2007, house prices started to 
fall and have continued to do so, with rhe worst of the 
decline concentrated in California, Florida, Arizona, and 
Nevada. According to CBO’s forecast, the national aver- 
age price of a house will fall by an additional 14 percent 
between the third quarter of 2008 and the middle of 
2010. Because consumer prices are expected to grow less 
than 1 percent over that period, rhe real price of the aver- 
age house fails by a similar amount: (see Figure 2), Price 
changes in specific areas may be quite different, however. 


2. A number of significant tax provisions orsginaliy enacted in 2001 
and 2003 are scheduled ro expire at the end of December 2010. 
which would n licet economic growth However, because CliO 
does not attempt to forecast cyclical develop me on more than two 

til the short -term restraint bom the tax increase. 
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Figure 3. 

Housing Starts, 1970 tu 201 5 

(Millions, at an annual rate) 



Sources; Congressional Budget Office; Department ot Commerce, 
Bureau of the Census. 

Notes: Housing starts include both single-family and muiiifamiiy 
homes. 

Data are quarterly and are plotted through the fourth quarter 
of 2015. 

The imbalance between the supply of and demand for 
housing persists, as reflected in unusual!)' high vacancy- 
rates and a low volume ol housing scans {sec figure 3!- 
The percentage of owned {as opposed to rented) units 
that were vacant and for sale jumped from a 20- year aver- 
age of 1 .7 percent between 198.5 and 2005 to 2.8 percenr 
in the third quarter of 2008. Largely because of that 
increase, housing starts dropped from an annual rate of 
2.1 million in the summer of 2005 to 0.7 million at the 
end of 2008. C80 anticipates that housing starts will not 
begin to recover until late in 2009. 

After rising lor much of last year, mortgage rates — both 
for conforming loans fortes eligible to be purchased by 
the government-sponsored enterprises jGSflsj Fannie 
Mae :uut Freddie Mac) and larger, jumbo, loans — 
decreased late last year, particularly at the end of Decem- 
ber (see Figure 4). Lower mortgage rates have spurred 
applications for mortgage refinancing, bur the number of 
applications for loans to finance home purchases remains 
low. 


Foreclosure rates, however, are unusually high for all 
types of mortgages, particularly for stibprimc adjustable- 
rate mortgages (ARMs), putting more pressure on the 
financial system {see Figure 5). From early 2006 ro the 
first halt of 2008. foreclosures of properties with sub- 
prime ARMs jumped from the 2 percent average that had 
been experienced for eight years to 7 percenr, although 
the percentage decreased slightly in the third quarter of 
2008. Foreclosure rates are likely to remain high while 
house prices continue to Flit and the economy remains in 
recession. Many homeowners have negative equity in 
their homes {that is, they owe more on their mortgage 
than the market value of their house) and will not be able 
to refinance their mortgage,* 1 . 

Financial Markets 

Financial markets have been under stress since August 
2007, and the financial crisis deepened in the second half 
of 2008. In September 2008, with an ongoing decline in 
house prices, a slowing of real economic activity, and neg- 
ative news about the state of several large financial insti- 
tutions, financial markets appeared on the verge of freez- 
ing up, particularly the interbank market for short-term 
loans. A measure of that risk is the spread between tlte 
three-month London interbank offered race {or Libor, the 
interest rate that major banks charge other banks for 
loans of chat duration) and the three-month average of 
the expected federal funds race (the Federal Reserve tar- 
gets the federal funds rate in its conduct of monetary pol- 
icy). That spread jumped sharply in the fall, reaching a 
record level of 3.6 percentage points on October 10 (see 
Figure 6). That increase reflected financial markets' 


;i. Those rwo large firms were originally created as federally chartered 
institution* but were privately owned and operated. Designed to 
facilitate the How of investment funds to tire homing market, they 
pool mortgages' purchased from mortgage lenders arid sdl them .is 
mortgage -backed securities, collecting annual guarantee lees on 
the mortgages they seen t kite. In return. Fannie Mac and Freddie 
Mae cover any losses that occur ti the underlying mortgage loans 
default. The companies also hold mortgage loans in their port hr- 

•i. Calculations (if the number of households with negative equity 
vary from 7,8 million to I 1.7 million house holds, amount wn to a 
total of between S(j7(t bdltoti and Sivi6 billion in outstanding 
loans. Sec Christopher Mayer and R Glenn Hubbard, “House 
Price*, interest Rates, and rhe Mortgage Market Meltdown" 
(working paper, Columbia Business School and the National 
Bureau of Economic Research, October 20118). 
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Figure 4. 

Interest Rates on Mortgage Loans, 
January 2007 to January 2009 

(Percenf) 



Sources: Congressional Budget Office; Bankrate.com. 

Notes: Conlorming mortgage loans are those that can be purchased 
by Fannie Mae and Freddie Mac on the secondary loan mar- 
ket. Jumbo mortgage loans are all loans that are larger than 
conforming loans. 

Data are weekly and are clotted through January 2, 2009. 
greater uncertain tv about the ability of banks to repay 

The Federal Reserve has sotighr to reestablish the flow of 
fit tub in the economy, using a variety of median is ms 
that, together, raised banks' reserves to $848 billion by 
the end of 2008 from S 1 3 billion 12 months earlier and 
increased the Federal Reserves overall balance sheet from 
$892 billion to 32,247 billion. The Federal Reserve cm 
its target for the federal funds rate from 5.25 percent in 
August 2007 to between kero and 0.25 percent in 
December and correspondingly lowered the discount rate 
(which ts the rate that banks pay for borrowing From the 
Federal Reserve's discount window). Movvever, even wirh 
short-term interest rates close ro zero, the Federal Reserve 
has continued to provide additional support to credit 
markets using a strategy known as “quantitative easing." 
In doing so, the Federal Reserve has greatly extended its 
loan facilities, accepting as collateral assets that have been 
shunned by private lenders because of the heightened 
uncertainty. In addition, the Federal Reserve announced 
in late November plans to puichasc, over the next few 


Figure 5. 

Foreclosure Hates, 2000 to 2008 


(Percentage of loans) 



2000 2002 2009 2000 2008 

Sources: Congressional Budget Office; Mortgage Bankers Associa- 


Notes: ARM = adjustable- rate mortgage. 

Data art: quarterly and are plotted through the third quarter 
of 2008. 

quarters, up ro Si 00 billion in debt issued by Fannie 
Mae, Freddie Mac, and Ginnie Mae and up to 5560 bil- 
lion in mortgage- backed securities guaranteed by those 
entities. ^ As of late December, the federal Reserve had 
purchased about Si 5 billion in debt issued by those 
entities. 

The Treasury also has intervened in the financial markers, 
mostly to improve the solvency of financial institutions. 
After failing to restore confidence in Fannie Mae and 
Freddie Mac with she Housing and Economic Recovery 
Act of 2008 — which temporarily authorized the Treasury 
to purchase obligations and securities issued by the two 
entities — the government rook control of them. In the 
fail of 2008, the Congress authorized the Troubled Asset 
Relief Program, which the Treasury used to provide 
$248 billion to financial institutions by the end of 
December, with the aim of helping to get credit flowing 
again. In addition, the Treasury will assist the automobile 
industry by making loans to General Motors and 


5. Ginnie Mae, a govern mem -owned corporation, guarantees svctiri- 
tics backed by federally insured or guaranteed loans, mainly loans 

rite Depanmtm of Veterans Affairs. 
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Figure 6. 

The Rusk Spread on Lending Between 
Banks, January 2007 to January 2009 

(Percentage points) 



2007 2008 


Sources: Congressional Budget Office; Bloomberg. 

Notes: A spread is the diflerence between two interest rates. One. 
the three-month Libor (London interbank offered rate), is 
the interest rate major banks otter to other banks tor loans 
o! that duration. The other is the average federal funds rate 
expected over a three -month period as measured by the 
overnight index swap contract. 

Data are weekly and are plotted ihrough January 2. 2009. 

Chrysler bind providing assistance to GMAC. a financial 
services company), with the goat of improving their long- 
term viability. 

By the end of December 2008, some credit markets had 
improved, although the financial system remains 
st rained. The spread between the Libor and the expected 
federal funds rate has dropped markedly from the very- 
high levels observed in October 2008, but — at 1.2 per- 
cent— -it remains unusually high. The spread between rite 
interest rate on commercial paper, a kind of loan that 
plays a key role in providing short-term credit to both 
financial and non financial businesses, and the three- 
month Treasury bill rate also dropped markedly in rhe 
last half of December 2008 (see Figure 7). However, in 
view of the high volatility of the markets in recent 
months, it is too early to determine whether the govern- 
ment's actions arc having a permanent effect. 

The stock market lias plummeted in reaction to both the 
dismal news about the financial state oi some firms and 


the downturn in economic activity. The Standard & 
Poor’s 500 index fell by almost 45 percent from the peak 
in October 2007 ro December 2008, and the value of 
stock in Fannie Mae and Freddie Mac fell almost n> zero. 
The huge decline in equity wealth — of -around $6 trillion 
between the end of 2007 and the end of 2008 — is an 
important factor holding down households' spending. 

The financial crisis has spread around the world. The 
credit squeeze has caused the governments of several 
industrialized countries to nationalize major hanks or 
provide significant financial support to them. Gloomy 
economic outlooks have also pommeled equity markets 
in both industrial and emerging economies, in 2007, 
when emerging economies appeared to have weathered 
the initial stages of the crisis unfolding in industrial econ- 
omies, there was hope that the relative vitality of emerg- 
ing economies {such as those of China, India, and Brazil) 
would help moderate the downturn in the industrial 
world. That hope was dampened in 2008 as those econo- 
mies weakened under the weight of falling exports and 
reversals of capital inflows. Despite bold initiatives 

Figure 7. 

A Risk Spread in the Commercial 
Paper Market, 2006 to 2008 

(Percentage points) 



Sources: Congressional Budge! Oflice; Federal Reserve Board. 

Notes: The spread is calculated as the dtllerence between interest 
rates on AA asset-backed commercial paper and the three- 
month Treasury bill. The rate for commercial paper is that 
paid by the issuing institutions (primarily corporations). 
Data are monthly and are plotted through December 2008. 
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Figure 8, 

Real Personal Consumption 
Expenditures, 1970 to 2019 

{Percentage change from previous year) 



1970 1975 1980 1985 1990 199S 2000 2005 2010 2015 


5ources: Congressional Budget Office; Department of Commerce, 
Bureau of Economic Analysis. 

Note: Data are quarterly and are plotted through the fourth quarter 
ot 2019. 

announced by policy makers in industrial as well as 
emerging economies — for example, the large cuts in 
interest rates by the European Central Bank and the Bank 
of England and the large fiscal stimulus measure 
announced by the Chinese government — the outlook for 
the growth of economic activity worldwide is poor 

Personal Consumption Spending 

Personal consumption spending sagged during the sec- 
ond half of last year because of three main factors: declin- 
ing employment, large decreases in wealth, and tighter 
credit conditions (sec figure 8). Looking ahead, CBO 
anticipates that the rise in unemployment, lagged effects 
of declines in wealth, ami right consumer credit will con- 
tinue to restrain consumption. Lower expenditures on 
petroleum imports, however, will act like a tax cut and 
will ease those effects .somewhat (see figure 9). CBO 
projects that real consumption will decrease by about 
1.2 percent in 2009 and then grow moderately, by 
about 1 .6 percent in 2010. 

The looming increase in unemployment and its effect on 
real disposable income will severely restrict consumption 
growth. Employment is projected to fall by more than 
2 percent in 2009 and the number of hours worked by 
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more titan 3 percent. Helped in part by falling energy 
prices, real disposable income is expected to grow by half 
a percent in 2009. 

The decline in bouse prices and the drop in stock prices 
sharply reduced the net worth of households, by roughly 
20 percent between the middle of 2007 and the fourth 
quarter of 2008. That decrease in wealth, in rum, is 
reducing spending on personal consumption. According 
to CBO’s estimates, that wealth effect will subtract about 
1 percentage point from the growth ol personal con- 
sumption spending in 2009, after having reduced the 
growth of spending by almost the same amount in 2008. 

The financial turmoil has also played a role in weakening 
households’ spending by reducing the credit available to 
consumers, especially for those with limited borrowing 
opportunities or little collateral. The federal Reserve’s 
October 2008 survey of senior loan officers suggests that 
banks are not yet willing to resume extensive lending to 
consumers. Banks’ willingness to make consumer loans 
has dropped to irs lowest level since 1980 (see Figure 10). 

Figure 9, 

Petroleum Imports its a Percentage of 
Nominal GDP, 19'0 to 2010 


(Percent) 



Sources: Congressional Budget Office; Department of Commerce. 

Bureau of Economic Analysis. 

Notes: GDP = gross domestic product. 

Data are quarterly and are plotted through the fourth quarter 
ol 2010. 
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Figure 10. 

Banks’ Willingness to Lend, 
1970 to 2008 



1970 1975 19S0 1985 1990 1995 2000 2005 

Sources: Congressional Budget Office; Federal Reserve Board. 


Notes: The figure shows the net percentage of respondents report- 
ing a greater willingness !o make consumer installment 
loans over the past three months in the Federal Reserve 
Board's Senior loan Officer Opinion Surveyors Bank Lending 
Practices. 

Data are quarterly and are plotted through the fourth quarter 
of 2008. 

By CBOs calculations, tight credit will subtract about 
1.9 percentage points from consumption growth in 2009. 

Changes in the Forecast Since the Summer of 2008 

CBO has significantly changed its forecast from the one 
published in September 2008 (see Table 2). House prices 
contracted more than expected, equity prices fell, and the 
extent of the credit crunch in financial markets was unan- 
ticipated. The resulting loss of wealth — together with the 
lack of available credit — depressed consumption, 
employment, and GDP in the second half of 2008 by 
much more titan CBO expected, Those developments 
indicated that the economic slowdown would be much 
more severe and more protracted than was previously 
anticipated. The new forecast shows lower growth of 
GDI’ higher unemployment in subsequent years, lower 
commodity prices, lower investment, and lower inflation. 

In the current forecast, the growth of real GDP is 3 per- 
centage points lower in 2009 and 2 percentage points 


lower in 2010 than in the previous forecast. The pro- 
jected average unemployment rate is 2 percentage points 
higher in 2009 and 3 percentage points higher in 2010. 
Lower commodity prices and excess productive capacity 
have dramatically lowered the expected growth oi the 
CPI-U in 2009 — to 0.1 percent, compared with the 
3.1 percent forecast previously. I he projected increase in 
the CPI-U in 2010 has been reduced from 2.2 percent to 
! .7 percent. 

CBOs projection for the growth of potential output — 

2.3 percent, on average, during the 10-year period — is 
one-tenth of a percentage point slower than its estimate 
from last summer. Therefore, in the currem forecast, by 
2018, real potential GDI’ is about ! percentage point 
lower. That downward revision is driven largely by two 
developments: First, the projection for business invest- 
ment is considerably lower than it was in the previous 
forecast, which lowers the projected rate ol capital accu- 
mulation and the amount of capital goods that will be 
available for each worker. Second, the projection for 
potential total factor productivity (TFP) — the growth of 
output that is not explained by the growth in the inputs 
of labor and capital — is also lower. CBO forecasts that 
potential TFP will grow at an average annual rate of 

1.3 percent during the 2009-2019 period, compared 
with the 1.4 percent rate anticipated last summer/ 1 

The lingering effects of the recession lower inflation and 
interest rates in this forecast from 201 1 to 2013, and as a 
result, the average inflation rate and the average interest 
rates over the whole 201 1-2019 period are slightly lower 
than in the summer forecast. As in the summer forecast, 
the inflation forecast for the period after 2014 reflects the 
assumption that the Federal Reserve’s monetary policy 
will achieve an average rate of inflation, measured by the 
personal consumption price index, of about 2 percent 
during those years. 

Comparison with Other Forecasts 

Comparing CBOs forecast with others, including the 
Blue Chip consensus (the average of about 30 forecasts by 
private-sector economists), is difficult because most of 


6. Time revision result* from :i reesduu'i ion of the short ■ term surge in 
the growth of TFP earlier in the decade. CBO now vrear.s more of 
that growth as transitory and therdoir has In wired in estimate of 
the trend growth ill TFP 
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Figure 11. 

The Total Deficit or Surplus as a 
Share of GDI* 1970 to 2019 


(Percent) 



Sources: Congressional Budget Office; Department of Commerce, 
Bureau of Economic Analysis. 

Notes: GDP = gross domestic product. 

Data are for fiscal years, plotted through 2019. 

them incorporate an assumption of substantial additional 
fiscal stimulus, while CBQ's (following rules specified by 
law) does not/ 

In CBO’s forecast, tire decline of 2.2 percent in real GOP 
in 2009 is greater than it is in the Blue Chip consensus 
forecast and in the average of the bottom 10 forecasts, 
which is a decline of I -8 percent (see Table 3 on page Id). 
Although some of the forecasts within the Blue Chip are 
expecting slower growth in the CP1-U in 2009, the con- 
sensus estimate of overall inflation, 0.6 percent, is higher 
than CBO’s estimate of 0. 1 percent. The Blue Chip con- 
sensus expects an unemployment rate of 7.8 percent next 
ycai. which is one-half percent lower rh an CBO’s projec- 
tion. CBO expects lower interest rates for 3-month Trea- 
sury bills and for 1 0-ycar Treasury notes than do the sur- 
vey participants. 


lit (he December survey, jar he i |>art is in rhe Blue Chip consensus 
reported that they expected fiscal stimulus of between 140(1 bil- 
lion and £800 billion: 2 2 percent of the respondents expected the 
figure iu lie S5I'I0 trillion. 


Tile Budget Outlook 

The ongoing turmoil in the housing and financial mar- 
kets has taken a major toll on the federal budget. CBO 
currently projects that the deficit this year wall total 
S ] .2 trillion, or 8.3 percent of GDP. That total, however, 
does not include the effects of any future legislation. 
Enactment of an economic stimulus package, for exam- 
ple, would add to the 2009 deficit. In any event, as a per- 
centage of GDP. the deficit will most likely shatter the 
previous post -World War If record high of 6.0 percent 
posted in 1983 (see Figure 11). 

A drop in tax revenues and increased federal spending 
(much of it related to the government’s actions to address 
the crisis in the housing and financial markets) both con- 
tribute ro the robust growth in this year's deficit. Com- 
pared with receipts last year, collections from corporate 
income taxes are anticipated to decline by 27 percent and 
individual income taxes by 8 percent; in normal eco- 
nomic conditions, they would both grow by several per- 
centage points. In addition, the estimated deficit includes 
outlays of more than 5180 billion to reflect the cost of 
transactions of the TARP. b 

The projected deficit for 2009 also incorporates CBO’s 
estimate of the cost ro the federal govern men r of the 
recent takeover of Fannie Mac and Freddie Mac, Because 
those entities were created and chartered by rhe govern- 
ment, are responsible for implementing certain govern- 
ment policies, and are currently under the direct control 
of the federal government. CBO has concluded that their 
operations should be reflected in the federal budget. Rec- 
ognizing the cost of the takeover adds about S200 billion 
(in discounted present-value terms) to the deficit this 
year, reflecting rhe long-term net cosr of the more than 
S5 trillion in credit guarantees issued and loans held by 
those entities at rhe sran of the fiscal year. In addition, 
the cost of Fannie Mae's and Freddie Mac's new credit 
activity in 2009 will ratal 538 billion, CBO estimates. 

The Administrations Office of Management and Budget 
(OMB) will ultimately determine the budgetary treat- 
ment of Fannie Mac and Freddie Mac. If it chose to con- 
tinue to treat them as non govern mental entities, CBO 
would estimate the 2009 deficit to total 5966 billion 


program's transact ions on .1 di scour nul prcwni-valoe base, 
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Table 2. 

CBO’s Current and Previous Economic Projections for Calendar Years 
2008 to 2018 



Estimated 

Forecast 

Projected Annual Average 


2QG8 a 

2009 

2010 

2011-2014 

2015-2018 

Nominal GDP {Billions of dollars) 

January 2009 

14,304 

.14,241 

14,59.1 

18,211 1 

21,617 ' 

September 2008 

1.4,334 

14,873 

.15,696 

19,028 11 

22,470 ‘ 

Momma! GDP (Percentage change) 

January 2009 

3.6 

-0,4 

2.S 

5.7 

4.4 

September 2008 

3.8 

3.8 

5.5 

4.9 

4.2 

Real GDP (Percentage change) 

January 2009 

1.2 

-2.2 

1.5 

4 0 

2.5 

September 2008 

l.S 

3.! 

3.6 

3.0 

2.3 

GDP Price Index {Percentage change) 

January 2009 

2.4 

1.8 

0.9 

1.6 

1.9 

September 2008 

2.3 

2.6 

1.9 

1.9 

1.9 

Consumer Price Index 2 (Percentage change) 

January 2009 

4.1 

0.1 

1.7 

2.1 

2.2 

September 2008 

4.7 

3,1 

2.2 

2.2 

2.2 

Unemployment Rate (Percent) 

January 2009 

5.7 

8.3 

9.0 

6.4 

4.8 

September 2008 

5.4 

6.2 

6.1 

4.9 

4.8 

Three-Month Treasury Bill Rate (Percent) 

January 2009 

.1.4 

0.2 

0.6 

3.8 

4.7 

September 2008 

1.9 

2.7 

4.4 

4.7 

47 


Continued 


(including anticipated purchases by the Treasury of 
equity in those two entities). 

CBO s baseline projections are not intended to be a fore- 
cast of future budgetary outcomes; rather, they serve as a 
neutral benchmark that legislators and others can use to 
assess the potential effects of policy decisions. As such, 
CBO’s baseline budget projections, like its economic pro- 
jections, do not incorporate potential changes in policy. 
On chat basis, CBO estimates that the deficit will decline 
substantially in 20(0 — to 4.9 percent of GDP (see Table 
4 on page lb)- Much of that decline wilt result from 
smaller outlays for Fannie Mae, Freddie Mac, and the 
T.ARB In addition, CBO’s projections incorporate a sig- 
nificant increase in revenues from the alternative mini- 
mum tax (AMI ), reflecting the assumption that the 
exemption amounts for that tax will revert to previous 
levels {although they have been adjusted annually for the 
past several years). 


In CBOs baseline, the projected deficit drops further 
over the following two years — to 3.3 percent in 201 ! and 
1.6 percent in 2012. Thar result is largely predicated on 
the assumption that certain tax provisions originally 
enacted in 200! and 2003 will expire in December 2(310, 
as currently scheduled.'' Incorporating that assumption 
about tax policy boosts the projected growth in revenues 
to more than 10 percent per year in both 201 1 and 2012. 

CBO projects that revenues will increase and some 
spending will moderate or decline as the economy gradu- 
ally improves over the next few years. By the latter part of 
the i 0-year projection period, the estimated deficits fall 
to about ! percent of GDI 1 . For the 2009- 2018 period 
(the 10-year period used in the previous baseline), CBO 


and Tax Relief Ream nil as inn Act .,f2W] and rbc Join and 
Growth Tax Relief Reconciliation Am n! 2003. 
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uBO‘ 5 Current and Previous economic Prt 

jfiiLii i 

or Ci* 

Ieudi.tr Years 



Estimated 

Forecast 


Projected Annual Average 


2008® 

2009 

2010 

2011-2014 

20X5-2018 

Ten-Year Treasury Note Rate (Percent) 

January 2009 

3.7 

3.0 

3.2 

4.8 

5.4 

September 2008 

3.9 

4.4 

5.1 

5.4 

5,4 

Tax Bases (Billions of dollars) 

Economic profits 

January 2009 

1,533 

1,384 

1,4.13 

1,952 b 

2,139 c 

September 2008 

1,605 

1,586 

1,663 

2,090 b 

2,505 c 

Wages and salaries 

January 2009 

6,548 

6,551 

6,740 

8,344 6 

9,916 c 

September 2008 

6.616 

6,882 

7,286 

8,727 6 

10,238 c 

Tax Bases (Percentage of GOP) 

Economic profits 

January 2009 

10.7 

9.7 

9.7 

10.5 

10.2 

September 2008 

11.2 

10.7 

10.6 

10.9 

11.1 

Wages and salaries 

January 2009 

45.8 

46.0 

46.2 

45.8 

45.9 

September 2008 

46.2 

46.3 

46.4 

45.9 

45.7 

Memorandum: 

Real Potential GDP (Percentage change) 

January 2009 

2.6 

2.4 

2.0 

2.2 

2,4 

September 2008 

2.6 

2.5 

2.4 

2.4 


Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor 

Statistics; Federal Reserve Board. 

Note: GDP = gross domestic product; percentage changes are measured from one year to the ne 

a. Values as of December 10, 2008. 

b. Level in 2014. 

c. Level in 2018. 

d. The consumer price index for ail urban consumers. 




is now projecting deficits that total about $1.8 trillion 
more than those projected in September 2008; about 
$1.0 trillion of that change occurs in 2009 and 2010. Pri- 
marily because of the change in the economic outlook, 
projected revenues over the 10-year period are, on aver- 
age, about $280 billion a year lower. Projected outlays are 
also lower, however, mostly because they extrapolate the 
funding provided so far this year for operations in Iraq 
and Afghanistan, which is nearly $120 billion lower than 
the total of war-related appropriations for 2008. Addi- 


tional supplemental appropriations for those purposes are 
anticipated later in the year. 

The Budget Outlook for 2009 

The federal fiscal situation in 2009 will be dramatically 
worse than it was in 2008. Under the assumption that . 
current laws and policies remain in place (that is, not 
accounting for any new legislation), CBO estimates that 
the deficit this year will total $1.2 trillion, more than two 
and a half times the size of last year’s. As a percentage of 
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Table 3. 

Comparison of Economic Forecasts by CBO and the Blue Chip Consensus for 
Calendar Year 2009 


Estimated Forecast 

2008 2009 


Nominal GDP 
CBO 

Blue Chip Consensus 
Blue Ch/p High If) 

Blue Chip Low 10 
Real GDP 
CBO 

Blue Chip Consensus 
Blue Chip High 10 
Blue Chip l ow 10 
GDP Price Into 
CBO 

Blue Chip Consensus 
Blue Chip High 10 
Blue Chip Low 10 
Consumer Price Index 
CBO 

Blue Chip Consensus 
Blue Chip High 10 
Blue Chip Low 10 

Unemployment Rate 
CBO 

Blue Chip Consensus 
Blue Chip High 10 
Blue Chip Low 13 
Three-Month Treasury Bill Rate 
CBO 

Bine Chip Consensus 
Blue Chip High 10 
Blue Chip Low 10 
Ten-Vear Treasury Note Rate 
CBO 

Blue Chip Consensus 
Blue Chip High 10 
Blue Chip Low 10 


Year to Year (Percentage Change) 


Calendar Year Average (Percent) 


Sources: Congressional Budget Office; Department of Commerce, Bureau ol Economic Analysis; Departmenl of Labor, Bureau of Labor 
Statistics; Federal Reserve Board; and Aspen Publishers, Inc., Blue Chip economic . Indicators (December 10, 2008). 

Notes: GDP = gross domestic product. 

The Blue Chip consensus is the average o) about 50 forecasls by private-sector economists. The fatesl Blue Chip consensus does no? 
extend past 2009. 
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Table 4. 

Projected Deficits and Surpluses in CBO’s Baseline 

(Billions of dollars) 


Actual 

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 


Total, Total, 
2010 - 2010 - 
2014 2019 


On-Budget Deficit 
Olf-Budget Surplus' 1 
Total Deficit 

Memorandum: 

Total Deficit as a 
Percentage of GDP 

Debt Held by the Public 
as 3 Percentage of 6DP S 

Net Subsidy Costs for 
Fannie Mae and Freddie 
Mac as Government 
Entities Included in 
Baseline Projections 

Cash Infusions from the 
Treasury to Fannie Mae 
3nd F reddie Mac 1 

Projected Deficits If 
Fannte Mae and Freddie 
Mac Were Not Included 
in the Budget as Federal 
Entities 


■843 -641 -412 -413 -411 


133 155 I4Q 143 J49 _156 _162 _164 

-455 -1,186 -703 -49S -264 -257 -250 -234 


-3.2 -8.3 -4.9 -3.3 -1.6 


54.2 54.4 52.8 50.0 


-393 -342 -38] -2,721 


-455 -966 -700 -503 -272 -264 -255 -234 -26S -23C 


Sources; Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department o! Labor Bureau ol Labor 
Statistics; Federal Reserve Board. 

Notes: GDP = gross domestic product; o.a, = not applicable. 

Debs issued by Fannie Mae and Freddie Mac is no! included in debt held by the public. 

a. on-budgel surpluses comprise surpluses in the Social Security trust funds as we!! as the net cash flow of the Postal Service 1 . 

b. Debt held at the end of the year. 

c. Under C80’s proposed treatment of showing the two government-sponsored enterprises (GSEs) within the budge!, injcci>ons of cash 
equity from the Treasury to the GSEs would be intragovernmenlal transfers. 
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Table 5. 

CBO’s Baseline Budget Projections 


Actual 

2008 2009 2010 2011 2012 2013 


2014 2015 2016 2017 2018 2019 


Total, 

2010- 

2014 


In Billions of Dollars 


1,146 1.060 1,199 1,396 1,572 1,726 1,853 1,978 2,099 2,227 2,347 2,475 


978 .1,032 1,087 1,141 1,192 1,242 1,294 


7,745 

1,553 

5,176 


2,357 2,533 
1,686 1,846 


2,825 3,124 3,353 3,544 3,746 3,929 4,122 4,309 4,505 15,380 


2,111 2,372 2,561 2,710 2,873 3,019 3,173 3.3; 


2,164 1,857 

1,184 1,188 


2.033 

1.220 


2,288 

L.274 


2,572 

1,335 


Revenues 

Individual income taxes 
Corporate income taxes 
Social insurance taxes 
Other 

Total Revenues 
On-budget 

Qfl-budget 658 

Outlays 

Mandatory spending 1,597 
Discretionary spending 1,133 
Net interest 249 

Total Outlays 2,978 

On-budget 2,504 

Otl-b'Jdgei 475 

Deficit (-) or Surplus 
On-budget 

Oif-budget 183 155 140 143 149 156 162 164 162 159 154 146 749 

Debt Held by the Public 5,803 7,193 7,829 8,238 8,475 8,516 8,734 8,925 9,149 9,335 9,12? 9,344 as. 

Memorandum: 

Gross Domestic Product 14,224 14,257 14,452 15,137 16,048 17,035 17.0S6 18,864 19,703 20,537 21,397 22,278 80,659 


1,914 1,906 

i,lS9 1,193 


L91 220 289 358 


3,476 11,600 
1,029 3,780 

2,890 9.865 

1,399 6.036 

451 1,450 


3,543 3,236 
3,026 2,689 


3,323 3,388 3,610 3,794 3,980 4,201 4,355 4,497 4,740 17,351 

2,752 2,784 2.973 3,121 3.271 3.453 3.565 3,663 3,857 14,320 


-1,186 

■1,340 


-703 -498 -264 -257 -250 -234 -272 -234 -188 -235 -1,972 


Revenues 

Individual income taxes 
Corporate income taxes 
Socia! insurance taxes 
Other 

Total Revenues 
On-budget 
Oii-budget 

Outlays 

Mandatory spending 
Discretionary spending 
Net interest 
Total Outlays 
On-budget 
OH-budget 

Deficit (-) or Surplus 
On-budgei 
Off-budget 

Debt Held by the Public 


As a Percentage of Gross Domestic Product 


17.5 IS. 7 19.5 19.7 19.7 19.9 


20.9 24.9 22.4 22.0 21.1 21.2 21.1 


21.3 21.2 21.0 21,3 21.5 


50,0 48.6 47.3 46.4 


Total, 

2010- 

2019 


18.870 

3,304 

11,653 

2J64 

35,991 

27,461 

8,530 


22.758 


39,126 

32.129 

6.99? 

-3,335 

-4.668 

1,534 


183.438 


1.0. J 
1.8 
6.4 


19.6 

150 

4.7 


1.2.4 

69 

21.3 

:ts 

-1.7 


08 


Source: Congressional Budget Office. 
Note: n.3. - noi applicable. 
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GDI* the deficit ibis year will total 8.3 percent (as com- 
pared with 3.2 percent in 2008) — the largest since i 945. 

The deterioration in the fiscal picture results from both 
increased outlays and decreased revenues. Relative to 
what they were last year, outlays will rise dramatically — 
by 19 percent according to CBO's estimates. Much of 
that increase is a result of policy responses to the turmoil 
in the housing and financial markets- — particularly 
spending (dr the TARP and the conservatorship oi Fannie 
Mae and Freddie Mac. lf) In addition, economic develop- 
ments have reduced tax receipts (particularly from indi- 
vidual and corporate income taxes) and boosted spending 
on programs such as those providing unemployment 
compensation and nutrition assistance as well as those 
with cost-of-living adjustments. 

Outlay's. Without changes in current laws and policies, 
CBO estimates, outlays will rise from $3.0 trillion in 
2008 to $3.3 trillion in 2009 (see Tabic 5). Mandatory 
spending is projected to grow by almost 5570 billion, or 
by 36 percent; nearly- three-quarters of that growth results 
from the activities of the TARP and CBO s treatment of 
Fannie Mae and Freddie Mac as federal entities. Discre- 
tionary spending is projected to grow by $52 billion, or 
by 4.6 percent, in contrast, net interest is anticipated to 
decline bv 22 percent as a result of lower interest rates 
and lower inflation. In rota!, outlays will be equal to 
24,9 percent of GDP, a level exceeded only during the 
later years of World War II. 

CBO estimates that incorporating the two housing G-SEs 
into the federal budget would add nearly $240 billion to 
outlays in 2009. 1 ' Most of that amount results from a 
one-time expense-— the long-term net cost of taking on 
Fannie Macs and Freddie Mac’s portfolios of mortgage 
loans and guarantees. 


Appointed to establish ■. untied and oversight of a company to pm 

1 !. Another housing-related Cifth, the Federal Home Loan Bank Sys- 
tem O' HI. Hi, which provides low-cost loans to home mortgage 
lenders, has not been taken over by the government. However, 
some of the FHLU's activities, specifically those related to ,iilt>rd- 
aljie housing, are recorded in the federal budget 

12. CISC's calculation, related to Fannie Mae and Freddie Mac are 


Assuming that the TARP eventually disburses the full 
$700 billion that was specified in the legislation that cre- 
ated the program, CBO has estimated outlays of more 
than $ 180 billion for 2009 to account ^for the subsidy 

Spending for certain other mandatory programs is 
expected to rise sharply this year, The faltering economy 
has increased outlays for unemployment compensation 
and the Supplemental Nutrition Assistance Program. 
Unemployment compensation is projected to neatly dou- 
ble — from $43 billion last year to S“9 billion this t ear-— 
as a result of increased unemployment and legislation to 
date extending such benefits. Outlays for the nutrition 

assistance program are expected to grow by 27 percent- 

from $39 billion to 550 billion — primarily because of 
increases in caseloads and benefits (resulting from higher 
food prices). 

The three largest mandatory programs — Social Security, 
Medicare, and Medicaid — are all anticipated to record 
growth of at least 8 percent this year. Some of that growth 
stems from the relatively high rate of inflation recorded 
early in 2008, which boosted cost-of-living adjustments 
for retirees and the cost of health care. In addition, rising 
unemployment will add to Medicaid spending by increas- 
ing the number of beneficiaries. 

Discretionary spending under current laws and policies is 
projected to grow by 4.6 percent in 2009. In CBO's base- 
line, defense outlays rise by 5.0 percent and non defense 
outlays by 4.1 percent. However, most programs are cur- 
rently operating under a continuing resolution, w hich 
holds funding for 2099 at the level provided lor 2008. 
Final appropriations and additional funding for opera- 
tions in Iraq and Afghanistan may increase outlays for 
2009 and beyond, and any stimtilti'. package may raise 
discretionary spending further. 

Evert though the amount of debt held by the public is 
projected to grow by nearly $ 1 A trillion this year (cxcluci- 


13. CBO’s calculation ol'rhcciiH of the TAIL!’ lias been done by cm- 
mating the present value uf all fui tire cash Hows, including an 
adjustment tor market nth (a, , pedro! bv die hmeiyencv t.cu- 
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ing any effects of future legislation), net interest pay- 
ments are projected to decline by more than 20 percem. 
Short- term interest raves on Federal debt have plummeted 
m near zero iri recent months, and long-term rates have 
fallen by 100 basis points since last summer. ,H Such low- 
rates have substantially reduced the near-term cost of bor- 
rowing, in addition, the lower inflation forecast for the 
current year has reduced the projected cost of interest on 
the Treasury’s inflation-protected securities by $35 billion 

Revenues. CBO expects federal revenues under current 
laws and policies to total $2.4 trillion this fiscal year, a 
decline of SI 66 billion, or 6.6 percent, from the amount 
in 3008. The combination of the recession and sharp 
drops in the value of assets — most significantly in pub- 
tidy Traded stock — is expected to lead to sizable declines 
in receipts from individual and corporate income taxes 
and. to a muds lesser extent. From estate and gift taxes. 
Receipts from individual income taxes are pi ejected ro 
decline this year by $86 billion, or by 8 percent, and 
receipts from corporate income taxes by $81 billion, or 
by 27 percem. in CKO’s baseline, an increase in social 
insurance /payroll) tax receipts of $14 billion, or 2 per- 
cent, offsets a small portion of the projected overall 
decline in revenues. 

As a share of G DP, revenues are projected to decline from 
17.7 percent in 2008 u> 16.5 percent in 2009 — about the 
share recorded in 2003 and 2004 but otherwise the low- 
est since 1959. Typically, revenues as a percentage of 
GDP drop in recessions, and CBO expects the decline to 
be especially pronounced this year as a result of the sharp 
fail in asset prices and in taxable corporate profits. ’• 

The substantial decline in the stock market is expected to 
sharply reduce revenues in 2009 from a variety of sources: 
realizations of capital gains by individuals and corpora- 
tions: distributions by individuals from their tax-deferred 


i-i A basis finim is onediuntlrediFi ol .i percentage point 

i 5, The projected decline in revenues For 2089 is greater when 
receipts ate compared with those in 2003 excluding ihc aired 
dice: of rax rebates sen.! ro individuals under [lie Economic .Stim- 
ulus Act of 2008; those rebates reduced revenues m 2008 by about 
0/1 percent rii'ODi 1 


retirement accounts, such as 401 (kjs and individual 
retirement accounts; and estate and gift taxes. The largest 
of those effects is concentrated in receipts from individual 
income taxes. Tax liabilities from individuals’ realized 
capita! gains art projected to drop in tax year 2008 by 
about $55 billion, or by more chan 40 percent, mostly 
affecting federal receipts in 2009- 

Declines in corporate capital gains represent just a por- 
tion of the expected weakness in corporate receipts. CBO 
expects profits ot corporations to decline substantially 
because, as in most recessions, income from their salts 
and investments will drop faster than i heir costs fit paving 
workers, paying interest on debt, and depreciating their 
equipment and structures, for tax year 2008, CBO also 
expects a substantial increase in tax deductions for had 
debts, which include loans that businesses make that they 
can no longer collect, in addition, steep 2008 losses in 
the financial industry, which was very profitable in 2006 
and 2007, mean that many firms in that sector will be 
able to apply those losses to the earlia profits and receive 
refunds of the income taxes they previously paid; those 
re Funds will reduce receipts from corporate income taxes 
in 2009. 16 

Federal lk!H. In most years, the amount of debt that the 
Treasury issues roughly equals the annual budget deficit, 
although a rnimbes of other factors also affect the govern- 
ments need to borrow money from the public, in a typi- 
cal year, those Factors might total $10 billion ro $30 bil- 
lion. However, the Treasury’s actions aimed at stabilizing 
tile financial markets added more than $300 billion to 
the Treasury’s borrowing needs in 2008 (on top of the 
borrowing necessary to finance the budget deficit] and 
will boost them by about an estimated $209 billion in 
2009 I see Table 6). 

In 2008, tlie Treasury borrowed about $300 billion to 
deposit at the Federal Reserve to help it finance initiatives 
to enhance liquidity in the credit markets. CBO antici- 
pates that the Treasury will withdraw those balances later 
this year, thereby reducing borrowing needs for 2009 by 
the amount deposited last year. 
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TabJe 6. 

CBOs Baseline Projections of Federal Debt 

(Billions of dollars) 

Actual 

2008 s 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 


DeL'l Held by Hie Public a! I he 
Beginning el the War 

Changes to Deb I Held by she Public 
Defied 


5,803 7.193 7,629 8,233 8,475 8,516 3,734 3,925 9,119 9,335 9,127 

1,186 703 998 264 257 250 234 272 234 188 235 


Other means of financing 
TARP 6 

Fannie Mae and Freddie Mac 5 
MBS purchase program* 
Change m cash balances 
Other 
Subtotal 
Total 


217 192 224 185 -208 


Debt Held by the Public at the 
End of the Year 


5,803 7,193 7,829 


8,238 8,475 8,516 


8,925 9,149 9,335 


9,127 9,344 


Debt Held by Government Accounts 
Social Security 
Other 0 
Iota! 

Gross Federal Debt 
Debt Subject Id Limit 5 


2,366 2,524 
1,817 1,812 
4,133 4,336 
9,986 11,529 
9,960 11,502 


2,668 2,814 
1,826 U372 
9,494 4,656 
12,323 12,924 
12,296 1 2,898 


2,964 3,119 
1,971 2,074 
4,935 5,193 
13,410 13,710 
13.383 13,684 


3,281 3,445 

2.173 2,268 

5,454 5.712 

14,188 14,638 
14,162 14,612 


3,607 

2,336 



15,092 

15,066 


3,766 3,919 4.065 
2.406 1 :— 2 £ fc f 
6,173 6,405 6.629 

15,506 15,532 15.973 
15,481 15,506 15,947 


Memorandum: 

Debt Held by Hie Public at the End of the 

Year as a Percentage a! GDP 40.8 5Q.5 54.2 54.4 52.8 50.0 98.6 


Source: Congressional Budget Otfice. 

Notes: TARP = Troubled Asset Relief Program; MBS = mortgage-backed security; GDP s gross domestic proriucf- 
Debt issued by Fannie Mae and Freddie Mac is not included m any ol the above figures. 

a. Preliminary. 

b. Transactions related to the TARP and purchases of MBSs are accounted for in CSO's budget estimates using procedures similar to those 
used for federal credit programs. However, borrowing requirements are based on the cash flows ot those programs. 

c. CBO’s calculations of federal borrowing requirements do not include the net subsidy costs for Fannie Mae and Freddie Mac. However, the 
calculations do include cash infusions from the Treasury. 

d. Mainly Civil Service Retirement and Disability, Military Retirement, Medicare, and Unemployment Insurance Trust Funds. 

e. Di Iters from she gross federal debt primarily because it excludes most debt issued by agencies other than the Treasury and the Federal 
Financing Bank. The current deb! limit is $11,315 billion. 
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[n the other direction, the cash flows tor two programs 
will life the Treasury’s borrowing needs by more chan 
$700 billion, For the TARP, CBOs baseline includes out- 
lays of about $180 billion for 2009, buc the Treasury is 
likely to have to borrow $460 billion more chan char to 
cover the capita! purchases, loans, and other activities of 
the program this year. 1 1 Additionally, the Treasury is pur- 
chasing mortgage- backed securities from the private mar- 
ket; CBO assumes that such purchases will total nearly 
5250 billion this year, thereby necessitating additional 
borrowing of a simitar amount (although the budgetary 
impact of the purchases, shown as an estimated subsidy 
amount in 2000. is relatively small). 

One other factor affects the gap between the projected 
deficit and anticipated borrowing. Ait hough CBO is 
treating Fannie Mae and Freddie Mac as part of the fed- 
eral budget, most of the tost recorded for 2009 reflects a 
present- value calculation rather than a cash outflow; con- 
sequently. the projected deficit overstates borrowing 
requirements in that respect by about §220 billion. 

The Budget Outlook for 2010 to 2019 

Under the assumptions that CBO uses for its baseline, 
the budget deficit would fail to about §700 billion in 
2010. Revenues would increase by $176 billion that year, 
rebounding from declines in the previous two years. Out- 
lays would be substantially lower than in 2009, largely 
because of the projected drop in outlays recorded for the 
TARP and tor the subsidy costs related to Fannie Mae 
and Freddie Mac; with those two factors excluded, out- 
lays would grow by 2.8 percent in 2010. 

At 4.9 percent of GDI’, the deficit in 20 10 would be sig- 
nificantly lower than the one for this year but about twice 
as high as the average deficit over the past 40 years. Under 
current laws and policies, CBO projects, tire deficit 
would fall to 33 percent of GDP in 2011, when cei rain 
tax provisions originally enacted in 200! and 2003 are 
scheduled to expire, and to 1.6 percent in 2012, when the 
full effect of those expirations on revenues occurs. The 
decline in the deficit Mould be greater in those years but 
for the likelihood that interest rates will rise in conjunc- 
tion with economic recovery, thereby boosting interest 
payments. Over the following few years, the deficits pro- 
jected in CBO’s baseline decline slightly from the level in 


P. OtO times that the FA HP will also disburse ah, nil $20 billion 
in 10 1 U .uni that dividend payments received by i he Treasury will 
nlFset iiii: re borrowing needs this year and in she Insure. 


2012; by 2019, under the assumptions used for the base- 
line, i he deficit would represent about 1 . 1 percent of 
GDI) 

Outlays, Under the assumptions governing the construc- 
tion of CBO’s baseline, total outlays would decline from 
this year's level of 2-19 percent of GDI 1 . By 2012, outlays 
would total 21.1 percent of GDP and would stay around 
that level through 2019, although they would increase by 
about 5 percent pet year in nominal terms over that 
period. That increase is expected to result from higher 
interest costs and from the con mined growth of Medicare 
and Medicaid at a pace significantly faster than the rate of 
growth of the economy. In consrast. discretionary spend- 
ing is assumed to grow much mote slowly — at the rate of 
inflation — as specified in the rules for producing baseline 
projections. 

Net interest cosis are projected to change little from 2009 
to 2010, as interest rates are expected to remain relatively 
low. However, such costs are projected to grow rapidly 
over the next several years as a result of extraordinarily 
large accumulations of debt over tire 2008-201 1 period 
and an anticipated rise in rates beginning in 201 1. Debt 
held by the public, which was §3.0 trillion at the end of 
fiscal year 2007, already exceeds §6 trillion, and under 
CBO’s baseline projections, would grow to SS.2 trillion 
by the end of 201 1. In the baseline, the government’s 
interest payments grow by 16 percent in 201 1,31 per- 
cent in 2012, and 24 percent in 2013 before leveling oft 
near the end of the 10-year projection period. 

In CBOs baseline, the growth of both Medicare and 
Medicaid averages about 7 percent annually from 2019 
thiough 2019. Undercurrent law. Medicare outlays will 
be constrained in 2010 and subsequent years by the rate- 
setting system (the "s Li stain able growth rate") that con- 
trols the lees paid tor physicians services. Under that sys- 
tem, CBO projects, those fees will be reduced by about 
21 percent in 2010 and by additional amounts thereafter. 
If legislation was enacted to override those reductions (as 
has happened in every year since 2003), spending on 
Medicare would be significantly greater than is projected 
in CBOs baseline. For example, if tire scheduled reduc- 
tions in physicians’ fees were delayed one year so that 
payment rates in 2010 remained at the 2009 level (before 
dropping roughly 25 percent in 20! 1), outlays would 
increase by $12 billion in 2010 and by a total of §14 bil- 
lion over the 201 0-20 19 ptojection period. Maintaining 
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the 2000 payment lures through 2010 would add 
$324 billion in outlays over that period. 

Total discretionary ourlays, as projected in the baseline, 
grots 1 ar an average animal race of I .8 percent, rising from 
$1.2 trillion next year to $1.4 trillion in 2019. Such pro- 
jections are based on the assumption that discretionary 
funding grosvs at specified rates of' inflation and reflect 
the most recent funding provided. Relative to GDI’ 
discretionary outlays fall from 8.2 percent in 2010 to 
6.3 percent in 2019; at that point, defense outlays would, 
as a share of GDP. be at about the level that they were in 
2001, but nondefense discretionary outlays would be 
lower than at any point in the past 40 years. 

Revenues. After 2009, receipts are projected to begin 
growing again as the economy recovers and certain sched- 
uled changes in tax law take effect. In CBOs baseline, 
revenues ate projected to rise by 7. > percent in 2010; over 
40 percent of that growth stems from the assumed expira- 
tion of temporary relief from the AMT. For both 201 ! 
and 2012, revenues are projected id increase by more 
than 10 percent: roughly halfnfth.it increase is attribut- 
able to the scheduled expiration of reductions in the indi- 
vidual income and estate raxes enacted in 2001 and 2003. 

Under current laws and policies, revenues would grow 
faster than GDP in every year after 2009: They would 
reach 19.5 percent of GDP in 201 2 and continue to rise, 
to 20.2 percent by 2019, the highest level since 2000. 
hi uce World War II, revenues have reached or exceeded 
20.0 percent of GDI’ only three times— -each year from 
! 998 to 2000. 

In the baseline, most of die projected increase in re venues 
relative to GDP steins from individual income taxes. In 
addition to the effects that scheduled changes in tax law 
have over the 2030-2012 period, revenues from individ- 
ual income taxes increase faster than GDP each year after 
2009 because of three factors; the phenomenon known as 
teal bracket creep, in which the overall growth of real 
income causes more income to be taxed in higher tax 
brackets; increases in revenues from the AMT, which will 
a ilea more taxpayers over time because it is nor indexed 
for in flat inn. unlike important, parts of the regular 
income tax; and increases in taxable distributions from 
tax -defer red retirement accounts as the population ages. 

Federal revenues include remittances to the Treasury from 
the Federal Reserve, based on die latter's earnings. Until 


recently, those earnings consisted largely of interest on 
Treasury securities held for the conduct of monetary pol- 
icy; the Federal Reserve paid no interest on us currency 
issues or the deposited reserves ol banks. In response to 
the turmoil in rhe financial markets, the Federal Reserve's 
portfolio has expanded significantly in recent months 
through various loans and asset acquisitions; those assets 
now generate earnings for the Federal Reserve but also 
pose some risk of losses if the firms involved fail or ii the 
posted collateral is insufficient to cover the losses. I lie 
Federal Reserve now pays interest on both required and 
excess reserves — the latter much increased as a part of the 
portfolio expansion — which reduces its earnings. Relative 
to previous projections. CBO’s current estimates of the 
Federal Reserve’s earnings are very similar lor 2009 and 
lower for 2010 through 2018 by a total of about $90 bil- 
lion. After 2009, the earnings- increasing effects ofa larger 
portfolio will be insufficient to cover the eatnings- 
rediicing effects of lower interest rates, expected losses on 
the portfolio, and the payment of interest on reserves.’® 

Budge) Projections Under Alternative Scenarios 

To illustrate how different fiscal policies might affect the 
baseline, CBO estimated the budgetary impact of some 
alternative policy actions (see Table 7). The discussion 
below focuses on their direct effects on revenues and 
outlays; such changes would also affect projected debt- 
service costs {which are shown separately in I able 7). 

Activities Rein ted to Operations in Iraq ami 
Afghanistan and the War on Terrorism. CBO’s projec- 
tions of discretionary spending for future years include 
ourlays for operations in I rat] and Afghanistan and for 
other activities related to the war on terrorism; those out- 
lays arise from funding provided in 2008 and prior years, 
from the $68 billion already provided for 2009, and from 
the $744 billion in budget aurhoiiry for those purposes 
that is projected over the 2010-2019 period (under an 
assumption that funding each year is set at $68 billion 
plus adjustments for inflation). However, the binding 
provided for 2009 represents only a portion of what will 
be needed for those operations throughout this year and 
probably docs not indicate the likely amount of spending 
in future years. 


tfi. Duynnd 2013. the ri-ductinn in prnii-cietf revenues becomes less 
significant, with the remaining dives stemming largely imm lower 
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Table 7. 


'Hie Budgetary Effects of Selected Policy Alternatives Not Included in 
CBO’s Baseline 


{Billions of dollars) 

2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

Total, 

2010- 

2014 

Total, 

2010- 

2019 

Reduce the Number o! Troops Deployed 
for Military Operations i.n Iraq and 
Afghanistan and Other Activities 

Related to the War on Terrorism So 
30,000 by 201 1 3 
tilled on the deficit 6 

-2-1 

-21 

Policy Alternatives That Affect Discretionary Spending 

-1 19 30 37 11 42 45 45 47 

62 

281 

Debt service 

* 


-1 

-.1 

* 

1 

3 

5 

8 

10 

13 

-? 

37 

Reduce the Number of Troops Deployed 
lor Military Operations in Iraq and 
Afghanistan and Other Activities 

Related to the War on Terrorism to 
25,000 by 20 1.3 f 

Effect on the deficit 11 

-25 

-50 

-63 

-44 

-21 

-7 

-I 

3 


6 

6 

-184 

-165 

Debt service 

0 

-1 

-2 

-5 

-8 

-10 

-11 

-12 

-12 

-13 

-13 

-26 

-87 

Increase Regular Discretionary 
Appropriations at the Rate of Growth 
of Nominal GDP 1 

Effect on the deficit 1 ’ 

IT 

3 

-16 

-50 

-91 

-134 

-173 

-209 

-241 

-275 

-308 

-288 

■1,494 

Debt service 

0 

* 

* 

-1 

-5 

■11 

■3.9 

■30 

-43 

-58 

-76 

-18 

-244 

Freere Total Discretionary 
Appropriations at the Level 

Provided for 2009 

Effect on the deficit* 1 

0 

11 

31 

51 

76 

103 

132 

162 

.192 

222 

256 

275 

1,240 

Deb! service 

0 


1 

2 

6 

n 

38 

26 

36 

49 

63 

20 

212 

Extend EGTRRA and JGTRRA* 

Effect on the deficit 1 


•3 

-132 

Policy Alternatives That Affect the Tax Code c 

-22S -257 -269 -280 -291 -302 -313 

■325 

-889 

-2,400 

Debt service 

* 

* 

-1 

-8 

•22 

-37 

-54 

-71 

-90 

-110 

-131 

-69 

-525 

Extend Other Expiring Tax Provisions 

E fleet on the deficit* 1 

-3 

-21 

-35 

-52 

-57 

-62 

-65 

-69 

•72 

.;, r 

-80 

-227 

-583 

Debt service 


* 


-3 

-6 

-10 

-14 

-18 

■22 

-27 

-33 

-20 

•133 

Index the AMT for Mat ion' 1 

Effect on the deficit 1 ’ 

-7 

-8.1 

-58 

■31 

-37 

-44 

-52 

-62 

-72 

-83 

•97 

■251 

-6.17 

Debt service 


-1 

-2 

-5 

-8 

-11 

-15 

-19 

-23 

-28 

-34 

■27 

-.146 


Continued 
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(Billions of dollars) 












Total, 

Total, 













2010- 

2010- 


2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2014 

2019 

Memorandum: 

Interactive Effect of Extending EGTRRA 
and JGTRRA and Indexing the AMT e 














Effect on the deficit 6 

0 

0 

-16 

-52 

-59 

-67 

-74 

-82 

-88 

-95 

-102 

-194 

-635 

Debt service 

0 

0 

* 

-1 

•4 

•8 

-12 

-17 

-22 

-28 

-34 

•14 

-126 

Total Discretionary Outlays in 

CBO’s Baseline 

1,184 

1,188 

1,189 

1,193 

1,220 

1,246 

1,274 

1,308 

1,335 

1,362 

1,399 

6,036 

12,714 

Total Outlays for Operations in 

Iraq and Afghanistan in CBO's Baseline 

144 

109 

84 

74 

73 

73 

74 

75 

77 

78 

80 

413 

797 

Total Deficit in CBO’s Baseline 

-1,186 

-703 

-498 

-264 

-257 

-250 

-234 

-272 

-234 

-188 

-235 

-1,972 

-3,135 


Sources: Congressional Budge! Office; Joint Committee on Taxation. 

Note: GDP = gross domestic product; EGTRRA = Economic Growth and Tax Relief Reconciliation Act of 2001; JGTRRA = Jobs and Growth 
Tax Relief Reconciliation Act of 2003; AMT = alternative minimum tax; * = between -$500 million and $500 million. 

a. This alternative does not extrapolate the $68 billion in funding for military operations and associated costs in Iraq and Afghanistan pro- 
vided for 2009. However, it incorporates the assumption that an additional $82 billion in budget authority wifi be provided in 2009 to carry 
out operations in those countries. Future funding for operations in Iraq, Afghanistan, or elsewhere would total $92 billion in 2010, $42 bil- 
lion in 2011, and then about $32 billion a year from 2012 on— -for a total of $388 billion over the 2010-2019 period. 

b. Excluding debt service. 

c. This alternative does not extrapolate the $68 billion in funding for military operations and associated costs in Iraq and Afghanistan pro- 
vided for 2009. However, it incorporates the assumption that an additional $87 billion in budget authority will be provided in 2009 to carry . 
out operations in those countries. Future funding for operations in Iraq, Afghanistan, or elsewhere would total $149 billion in 2010, 

$129 billion in 2011, $95 billion in 2012, and about $70 billion a year from 2013 on— for a total of $867 billion over the 2010-2019 
period. 

d. Under this alternative, appropriations for 2009 for operations in Iraq and Afghanistan (as welt as other emergency appropriations) are 
extrapolated according to rules for the baseline. 

e. When this report went to press, the Joint Committee on Taxation’s (JCT’s) most recent estimates of the effects of extending expiring tax 
provisions were based on CBO’s baseline projections from February 2008, updated for laws enacted through August 2008. Therefore, CBO 
has adjusted those estimates to take into account its updated economic projections and recent changes in law. JCT is currently updating 
its estimates to reflect CBO’s new projections, and CBO will make those estimates available when they are completed. 

f. These estimates do not include the effects of extending the increased exemption amount or the treatment of personal credits for the AMT 
that expired at the end of 2008. The effects of that alternative are shown separately. 

g. This alternative incorporates the assumption that the exemption amount for the AMT (which was increased through 2008 in Rt. 110*343) 
is extended at its higher level and, together with the AMT tax brackets, is indexed for inflation after 2008. In addition, the treatment of 
personal credits against the AMT (which was also extended through the end of 2008) is assumed to be extended. The estimates shown 
are relative to figures under current law. If this alternative was enacted jointly with the extension of the expiring tax provisions, an inter 
active effect would occur after 2010 that would make the combined revenue loss over the 2011-2019 period greater than the sum of the 
two separate estimates by $635 billion (plus $126 billion in debt-service costs). 
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In subsequent years, the annual buttling required for 
military operations in Iraq and Afghanistan or it! other 
locations may eventually be less than the amounts in the 
baseline if tSte number of troops am! pace of operations 
diminish over time. Because of considerable uncertainty 
about those future operations, CBO has formulated two 
budget scenarios involving' .the deployment of U.S. forces 
to Iraq. Afghanistan, and elsewhere in support of the war 
on terrorism. (Many other outcomes — some costing 
more and some less — are also possible.) Under both sce- 
narios, reductions in force levels in Iraq beginning in 
2009 are partially offset by a temporary increase m forces 
deployed to Afghanistan. As a result, the number of 
deployed troops declines from an average of 210,000 in 
2008 but, under the two scenarios, at different rates and 
to different sustained levels. The amount of spending for 
the support of indigenous security forces in Iraq and 
Afghanistan and for diplomatic operations and foreign 
aid is the same under both scenarios. 

Under the first scenario, troop levels would be rapidly 
reduced over a two-year period; deployed forces decline 
to an average of roughly 180,000 jfs 2009 and 90,000 in 
2010. until 30,000 military personnel remained overseas 
m support of the war on terrorism at the start of 20 1 1. 
That number of deployed troops would be sustained 
through 2019, although not necessarily in Iraq and 
Afghanistan. Under such a scenario, discretionary outlays 
for 2009 would be about $24 billion higher than the 
amount in the baseline, but annual outlays would be 
Sower beginning in 2012. In total, over the 2010-2019 
period, discretionary outlays would be $281 billion less 
than the amount recorded in the current baseline. 

Under the second scenario, the number of troops would 
decline more gradually over a four-year period, dropping 
to an average of about 190,000 in both 2009 and 2010, 
then ro 1 50,000 in 201 1 , and hilling steadily throughout 
2012, until 75,000 remained oveiseas by 2013 and each 
vear thereafter. Under such a scenario, discretionary out- 
lays for 2009 would increase by $26 billion compared 
with the amount in the current baseline, but annual out- 
lays would fall slightly below the amounts projected 
beginning in 2016. During the 2010-2019 period, 
total outlays' for activities related to the war on terrorism 
would exceed the amount reflected in the baseline by 
about SI 65 billion. 

Other Discretionary Spending There are many possible- 
alternative assumptions about the future growth of dis- 


cretionary spending, for example, if appropriations 
(other than those for operations in Iraq and Afghanistan) 
were assumed to grow through 2019 at the same rate as 
nominal GDP instead of at the rate of inflation, total 
projected discretionary spending would be $! ,5 trillion 
higher than the amount in the current baseline. In con- 
trast, if lawmakers did not increase appropriations alter 
2009 to account for inflation, cumulative discretionary 
outlays would be $1.2 trillion lower. Under that latter 
scenario (sometimes referred to as a “freeze” in appropria- 
tions), total discretionary spending would fall from 
8.0 percent of GDI’ in 200S to 5 I percent in 2019. 

Revenues. The baseline assumes that the major provisions 
of the Economic Growth and "lax Relief Reconciliation 
Act of 2001 and the jobs and Growth Tax Relief Recon- 
ciliation Act of 2003 — -such as the introduction of the 
10 percent tax bracket, increases in the child rax credit, 
the repeal of the estate rax, and lower rates on capital 
gains and dividends — will expire as scheduled at the end 
of 2010. On balance, the tax provisions that are set to 
expire during the 10-ycar projection period reduce reve- 
nues; thus, under a scenario in which they were extended, 
projected revenues would be lower than the amounts 
indicated in the current baseline. For example, if all expir- 
ing tax provisions ( except those related ro the amount of 
the exemption for the AMT) were extended, total reve- 
nues over the 20 10-2019 period would be about 
$3.0 trillion lower than in the projection in the current 
baseline. 1 '* 

Another change in policy that could affect revenues 
involves the modification of the AM !', which many 
observers' believe will not be maintained in its current 


19. That estimate reflects the tact that the effect of lowering ihe 
amount of taxpayers' tegular tax liabilities would In' partially offset 
by an increase in (he number of taxpayers subject if! the AM f 
The estimate does not include .my macroeconomic effects— • 
unlike CKO's baseline projections, which incorporate the dicers 
that the tax provisions'* expiration would have on the economy. 
However, any maunceoRomie effects are likely us be small relative 
tot; Dll In addition, when CBO's recent report on die budge! 
and economic otului'iSi went to press, the Joint Committee on 
Taxation's tjCTVi 'most recent estimates of the effects nf extending 
expiring rax provision* were based on CBO's baseline projections 
from February 2008. updated lot laws enacted through August 
2003. Tiu-rc fore. CBO has adjusted i hose estimate* to take into 

law JCT is curtentiy updating its estimates 10 reflect CBO's new 
projections, and CBO will make I hose estimate* available when 
they ate completed. 
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form. Because the AMTs exemption amount and brack- 
ets arc nor indexed for inflation, the impact ol the tax will 
grow in coming years as more taxpayers become subject 
to it. if the AMT was indexed for inflation after 2008 and 
no other changes were made to the tax code, federal reve- 
nues over the next 10 years would be about $0.6 trillion 
lower than the amount in the baseline. 

Because the number of taxpayers who are subject to the 
AMT will depend on whether the tax provisions origi- 
nally enacted in 2001 and 2003 remain in effect, the 
combination of indexing the AMT for inflation and 
extending the expiring provisions would reduce revenues 
by more than the sum of the effects of each policy 
enacted alone. The interactive effect would lower reve- 
nues by an additional SO. 6 trillion between 201 1 and 
2019. 

The Treatment of the Troubled Asset Relief 
Program in the federal Budget 

The TAR? was created by the Emergency Economic 
Stabilization Act of 2008 in October 2008 to enable the 
Secretary of the Treasury to purchase or insure troubled 
assets. Under the legislation, the uu thorny to enter into 
agree in cn rs to purchase such assets is set to expire on 
December 3 L 2009. hut can he extended until 
October 3, 201 0, upon certification by the Secretary that 
the extension is necessary. 

The purchase price of all assets outstanding at any one 
time cannot exceed $700 billion (rhough cumulative 
gross purchases could exceed $700 billion as previously 
purchased assets are sold). Currently, the Secretary has the 
authority to purchase $350 billion in assets; the remain- 
ing $350 billion will become available if the Administra- 
tion requests it and the Congress does not take action to 
deny that request. 

As of December 19 (when 050 finalized its baseline), 
the TAR!* had used $198 billion to purchase equity in 
1 16 financial institutions (including $40 billion for 
A 1C). Between December 19 and December 31. (he 
Treasury purchased another $40 billion in equity from 
100 more banks (including a second purchase from Citi- 
group) and disbursed $9 billion in loans to the automak- 
ers. The Treasury lias also announced plans for the fol- 
lowing additional actions: 


■ Purchase ;if S i f> billion for equity in Merrill Lynch 
(upon completion of its acquisition by Bank of 

■ A guarantee of a pool of assets owned by Citigroup, at 
a cost of up to $3 billion; 

■ Credit protection against debtors that do nor pay 
because of insolvency or protracted default as part of 
rhe Federal Reserve’s Term Asset-Backed Securities 
Loan Facility, at a cost of up to $20 billion; 

■ Loans to General Motors and Chrysler oi another 
$8.4 billion; and 

■ 'flic purchase of $5 billion in equity from GMAC (a 
financial services company) and an agreement to lend 
up to an additional Si billion to General Motors to 
help G.MAC reorganize as a bank holding company. 

The Treasury has indicated that it will use the remainder 
of the initial $350 billion for additional equity purchases 
in financial institutions. 

The legislation that created the TARP requires that the 
federal budget display the costs of purchasing or insuring 
troubled assets using procedures similar to those specified 
in the Federal Credit Reform Act but adjusting for mar- 
ket risk (in a manner not reflected in that law), in partic- 
ular, the federal budget should not record the gross cash 
disbursement for the purchase of a troubled asset (or cash 
receipt for its eventual sale) but instead should reflect an 
estimate of the government's net cost for the purchase. 
Broadly speaking, rhe net cost is the purchase cost minus 
the present value — calculated using an appropriate dis- 
count factor that reflects the riskiness of the asset — of any 
estimated future earnings from holding the asset and the 
proceeds from the eventual sale of the asset. 

Following that directive, CBO lias estimated the present 
value of the net costs of the TAR P’s activities, accounting 
for the specific actions taken before Decembei 19. In its 
estimates, CBO assumed that the fi.il! $700 billion of 
available purchasing authority will eventually be used (by 
the end of calendar year 2009) and that future disburse- 
ments will have a subsidy rate similar to the average for 
[lie transactions that occurred until December T9 labour 
25 percent). All told, CBO estimates that the subsidy 
costs related to the TAR P’s transactions will total more 
than $180 billion in 2009 and about 55 billion in 2010 
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(some transactions may not take place until the next fiscal 
year begins in October}.’ 0 

The Treatment of Fannie Mae and 
Freddie Mac in the Federal Budget 

On September 5. 2008, exercising authority provided 
under the Housing and Economic Recovery Act ol 2008 
(PL i 10-289;, the Director of’ the Federal Housing 
Finance Agency i.KHFA) and the Secretary of the Trea- 
sury placed Fannie Mae and Freddie Mac into conserva- 
torship and rook an ownership interest in each company. 
The Treasury received ownership interest in the form of 
senior preferred stock in exchange tor any future contri- 
butions necessary to keep the GSEs solvent. The support 
agreements between the 'treasury and the GSEs include 
several forms of compensation for the Treasury — most 
notably, warrants that, if exercised, would represent an 
ownership stake of 79.9 percent of each enterprise. 

Although the GSEs have had a unit] tie legal status and a 
Song history linking them closely to the federal govern- 
ment, they have been considered private firms owned by 
their shareholders. However, because of the extraordinary 
degree of management and financial control that the 
government lt3S now exercised, CBO concludes that the 
entities should now be considered federal operations. 
Although the GSEs are not legally government agencies 
and their employees are not civil servants, CBO believes 
it is appropriate and useful to policymakers to account for 
and display the GSEs’ financial transactions alongside all 
other federal activities in the budget. 

That view is consistent with the principles expressed by 
the 1967 President s Com mission on Budget Concepts, 
which asserted that "the federal budget should, as a gen- 
eral rule, be comprehensive of the full range of federal 
activities. Borderline agencies and transactions should be 
included in the budget unless there are exceptionally per- 
suasive reasons for exclusion.”" The commission sug- 
gested certain broad criteria to help make such determi- 
nations. For example, who owns art entity and selects the 
managers? Do the Congress and the President have con- 
trol over an entity’s program and budget, or are its poli- 
cies set primarily in response to private owners and not to 


20. Tiit Titjstiry thus hr has recorded its purchases nt equity in 

2. i j'tt-s i den r's Comm i 5s iu i ; on B udget Ci.me up r s, few j-r of the f 'resi- 
de. ijf'i Comnriisien i»i Budget Concepts ( October 1 967). 


accomplish some broader public purpose? Clearly, Fannie 
Mac and Freddie Mac are currently controlled and oper- 
ated bv the federal government and heavily dependent on 
the government for their access to the credit markets. 

CBO accounts for the GSEs’ operations in the federal 
budget using the same procedure that it applies in valuing 
the Treasury's purchases under the TARP (that r.s, com- 
puting the present value of anticipated cash (lows using 
an appropriate discount factor that recognizes the riski- 
ness of those cash flows). On the basis of projections of 
the entities' assets and liabilities over the long term, 
including their operations on the budget would increase 
the federal deficit by nearly $240 billion in 2009 and by 
about $70 billion between 2010 and 2019, 

In CBO’s baseline, most of the cost recorded in 2009 
stems from the existing assets and liabilities of the GSEs 
at the time of their takeover. CBO estimates that the 
value of the GSEs' mortgage loans and guaranteed assets 
falls short of their liabilities by about $200 billion foil :.i 
present-value basis); that amount is included in CBO's 
estimate of the deficit calculated for 2009. Nearly 
$40 billion in 2009 and smaller annual amounts thereaf- 
ter represent the estimated annual subsidy costs (on a net- 
present- value basis) associated with the GSEs' new busi- 
ness after the takeover. The combined subsidy rate for 
both GSEs’ credit activities is estimated to be about 
2.5 percent in 2009 and to decline to about 0. 3 percent 
after 2014. The decline in the subsidy rate reflects CBO's 
forecast that housing ant! mortgage markets will stabilize 
over that period. 

CBO has long held that the federal government has sub- 
sidized the operation of Fannie Mae anti Freddie Mac by- 
providing what some have called an “implicit guarantee - ' 
of the GSEs’ debt."" However, the federal government 
has never recognized the cost of the subsidy in its budget. 
The value of that guarantee (the existence of which has 
now been explicitly demonstrated by the Treasury) is a 
large component of the estimated cost of the G Sirs' oper- 
ations that CBO has included in its baseline projections. 

Because CBO considers the GSEs’ activities part of the 
federal budget, the anticipated cash infusions from tire 


22. See Congressional Budget Office, Assessing the Pub tie Costs and 
Benefits of Fannie Mae and Fredda Mac {May !9%) and Federal 
Subsidies and the Housing CS& (May 2001 ). 
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Table 8, 

Changes in CBO’s Baseline Projections of the Deficit 
Since September 2008 

{Billions of dollars) 

Total, Total, 
2009- 2009- 

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2013 2018 

Total Deficit as Projected in 

September 2008 -438 -431 -325 -126 -147 -170 -162 -207 -174 -135 -1,466 -2,313 

Changes to Revenue Projections 
legislative 
Economic 
Technical 

Total Revenue Chj 

Changes to Outlay Projections 
legislative 

Mandatory outlays 
TARP 

Unemployment compensa' 

Other 

Subtotal, mandatory 

Discretionary outlays 
Defense 
Monde tense 

Subtotal, discretionary 

Not interest outlays {Debt service) 3 8 10 12 6 -3 -10 -19 -28 _-47 J9 _-67 

Total, legislative 179 -51 -85 -98 -112 -124 -134 -146 -158 -180 -167 -909 

Economic 

Mandatory outlays 

Social Security 1 -10 -20 -25 -28 -30 -32 -35 -38 -42 -S3 -260 

Other C0I. A programs * -3 -7 -7 -8 -8 -8 -8 -8 -8 -25 -66 

SNAP 5 II 1.4 15 12 10 8 6 4 2 57 86 

Unemployment compensation 12 21 13 8 3 * -1 -1 -1 -1 57 54 

Medicare -1 -2 -5 -6 -7 -10 -13 -14 -15 -35 -22 -89 

Medicaid 2 4 3 * -3 -6 -8 -9 -11 • 12 4 -42 

Earned income credit * -1 -4 -3 -3 -3 -2 -2 -2 -2 -32 -24 

Oil and gas receipts 3 6788888888 37 77 

Student loans -5 -8 -7 -4 -1 * * * -26 -27 

Other .1 1 I * * -1 •] -2 -2 -3 3 -6 

Subtotal, mandatory 20 19 -4 -3.5 -27 -40 -49 -58 -67 -75 -7 -256 

Discretionary outlays * -1. -8 -13 -16 -18 -20 -20 -21 -22 -39 340 

Net interest outlays 
Debt service 
Rato etle cl /inflation 
Subtotal, net interns 

Total, economic -24 -60 -111 -96 -62 -53 -48 -45 -41 -40 -353 -580 


* 2 5 13 24 32 40 48 56 65 44 286 

_j4 79 -104 ^81 ^43 J8 -20 -34 40 J 453 -431 

-44 -76 -99 -67 -3.9 5 20 34 46 57 -307 -145 


-.104 -6 -3 -3 -1 -2 * 1. S 4 -3 38 -108 

-106 -204 -242 -243 -216 -191 -187 -198 -212 -226 -1,010 -2,024 

-352 -I3S -108 -80 -48 -32 -24 -IS -15 -15 -52? -631 

-362 -348 -353 -327 -265 -226 -211 -215 -219 -237 -1,655 -2,763 


184 5 * J * * * 189 189 

9000000000 9 9 

5 2 3 2 * * * * 1 -1 10 _30 

198 7 1 2 * + * * 1 -! 208 208 


-22 -61 -88 -99 -305 -108 -111 -114 -1.16 -VJ -375 -940 

-22 -67 -97 -111 -118 -121 -124 -128 -130 -332 -414 -3,049 


Continued 
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{Billions of dollars) 











Total, 

Total, 












2009- 

2009- 


2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2013 

2018 

Changes to Outlay Projections {Continued) 













Technical 













Mandatory outlays 













Fannie Mae/ Freddie Mac 

218 

15 

14 

8 

6 

3 

4 

4 

4 

4 

261 

279 

Deposit insurance 

24 

27 

4 

-19 

-17 

-10 

■3 

-2 

* 

-1 

• 19. 

3 

Social Security 

1 

3 

6 

8 

10 

11 

12 

12 

12 

12 

28 

86 

Medicare 

5 

-6 

-10 

•4 

-9 

-6 

•6 

-9 

-10 

-12 

-23 

•67 

Medicaid 

-3 

-3 

-2 

-4 

-6 

-8 

-10 

-13 

-16 

-19 

-IS 

•86 

Spectrum auction 

-17 

1 

* 

0 

0 

0 

0 

0 

0 

0 

-17 

-17 

Other 

-10 

4 

8 

-2 

3 

5 

6 

7 

6 

7 

3 

35 

Subtotal, mandatory 

217 

42 

19 

-12 

-13 

-5 

2 

-2 

-4 

-10 

253. 

233 

Discretionary outlays 

4 

-2 

-3 

* 

' 1 

1 

1 

1 

1 

1 

* 

4 

Net interest outlays 













Debt service 

* 

3 

10 

22 

34 

39 

42 

45 

48 

50 

70 

293 

Other 

8 

-8 

-9 

-5 

-2 

-3 

-1 

-4 

-5 

-4 

-16 

-33 

Subtotal, net interest 

8' 

-5 

1 

17 

32. 

36 

41 

41 

43 

46. 

54 

261 

Total, technical 

230 

35 

17 

5 

19 

32 

43 

40 

40 

37 

306 

498 

Total Outlay Changes 

385 

-76 

-179 

-189 

-155 

-146 

-139 

-151 

-159 

-183 

-214 

-991 

Total Impact on the Deficit 11 

-748 

-272 

-174 

-138 

-no 

-80 

-72 

-65 

-60 

-54 

-1,442 

-1,772 

T otal Deficit as Projected in 

January 2009 

-1,186 

-703 

-498 

-264 

-257 

-250 

-234 

-272 

-234 

-188 

-2,908 

-4,085 

Memorandum: 1 ’ 

Total Legislative Changes 

-283 

45 

82 

95 

no 

.122 

134 

147 

166 

183 

49 

801 

Total Economic Changes 

•82 

•144 

•131 

-148 

-153- 

-138 

-139 

-153 

-171 

-185 

-658 

-1,444 

Total Technical Changes- 

-382 

-173 

-125 

•85 

-67 

-64 

-67 

-58 

-55 

-52 

-833 

-1,129 


Source: Congressional Budget Office. 

Note: TARP * Troubled Asset Relief Program; COLA * cost~oHiving adjustment; SNAP = Supplemental Nutrition Assistance Program; 
* = between -$500 and $500 million. 

3. Receipts Jrom leases for resource development on the Outer Continental Shelf. 

b. Negative numbers indicate an increase in the deficit. _ ^ 
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Treasury are essentially intragovern mental transfers that 
have no net effect on the budget. CBO esrimarcs that 
such transfers will total nearly SIS billion in 2009 
(SI 3.4 billion has already been provided by the Treasury 
to h-eddie .Mac) and dose to S80 billion between 2010 
and 2015. 

(ihimges in the Budget Outlook Since 
September 2008 

Economic conditions and policy actions have generated 
substantial changes to CBOs baseline since the previous 
one was published in September 2008. Overall. CBOs 
estimate of the baseline deficit for 2009 has risen by 
nearly $750 billion; for the 2009-20 1 8 period, projected 
deficits arc about S 1 .8 trillion higher than previously esti- 
mated (see Table 8). Economic and technical revisions 
boost the cumulative deficit by S2.6 trillion over rhe 
10-year period, but changes related to legislation dimin- 
ish that figure by about 5800 billion. 

Economic Changes. Revisions attributable to changes in 
CBO s economic forecast since September have led to 
an average increase in the projected deficit of almost 
5145 billion a year. In rhe current baseline, projected rev- 
enues have been decreased by an average of $200 billion a 
year and outlays by nearly $60 billion annually. 

Reflecting both lower real growth and lower inflation 
anticipated in the new economic assumptions, CBO has 
lowered its projections of nominal GDP and the compo- 
nents of taxable income, most importantly wages, sala- 
ries, and corporate profits. Those downward revisions 
were most significant for 2009 through 2011, but lower 
prices and lower nominal income continue through the 
end of the projection period. In sum, chose changes 
caused CBO to reduce, its projection of revenues by 
$ ! 06 billion in 2009, $204 billion in 2010, and a 
total of $2.0 trillion over rhe 2009-2018 period. 

A portion of the drop in projected revenues has been off- 
set on the outlay side of the budget. Economic factors 
have reduced projected outlays by 5580 billion between 
2009 and 2018. In the current baseline, substantially 
lower inflation for the next few years reduces the antici- 
pated cost-of-living adjustments for Social Security and 
other benefit programs. (CBO anticipates that the ycar- 
nver-year change in consumer prices for the third quarter 


’A. Sue Concession:, I Budget Office. The Budget and Economic Out- 
look: An Uptime (September 200 R). 


of 2009 will show a decline, which implies that next 
years cost-of-living adjustment for Social Security and 
most other benefit programs will be zero.) In addition, 
lower inflation diminishes the projected growth of discre- 
tionary spending in the baseline. CBO has also reduced 
its projections of net interest payments by 3543 1 billion 
over rhe 10-year period because of its expectation of 
lower inflation and lower interest rates. However, some of 
that decrease is offset by additional projected borrowing 
costs as a result of lower estimated revenues. 

The changed economic outlook affects projected outlays 
in a number of other ways. CBO now anticipates that rhe 
unemployment rate for the next few years will be higher 
(by as much as 3 percentage points) than it forecast in 
September, which boosts the projected costs of unem- 
ployment compensation and nutrition assistance by 
554 billion and $86 billion, respectively, over the 10-year 
period. - '' 1 Also, the decline in projected oil and gas prices 
reduces estimated receipts from federal leases on the 
Outer Continental Shelf by $77 billion between 2009 
and 2018. 

Legislative Changes. Since September, the effects of legis- 
lation have added about $280 billion to CBO’s projec- 
tion of the deficit for 2009 but reduced its estimate of the 
cumulative deficit by about $800 billion over the 10- year 
period. The largest effects in 2009 stem from the Emer- 
gency Economic: Stabilization Act of 2008 and its cre- 
ation of the TARfl On a rier-preseni- value basis adjusted 
for market risk, outlays for the program will total more 
than $180 billion in 2009 and $5 billion in 2010, CBO 
estimates. That legislation also included some tax provi- 
sions, most notably, extending relief from the AMT 
fora year. Altogether, legislative changes have caused 
CBO to reduce its estimate of .revenues in 2009 by 
$104 billion and have had little impact on projected reve- 
nues thereafter. 

The Unemployment Compensation Extension Act of 
2008 (P.L. 110-449), enacted in November 2008. pro- 
vides additional unemployment compensation to individ- 
uals who exhaust their regular benefits before March 3 1 . 
2009. CBO estimates the additional compensation will 
increase outlays by 59 billion in 2009. 


on the budget is largely nilsw by higher irwmie>. Si 
assumed to replenish then depleted irtisi fund haljn 
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The timing of appropriation actions can have a signifi- 
cant impact on CBO’s baseline projections. Because base- 
line projections of discretionary spending are derived 
from the most recent appropriations, CBO based its Sep- 
tember projections on appropriations for 2008, which 
included S 1 86 billion for military and diplomatic opera- 
tions in Iraq ancl Afghanistan and other activities in the 
war on terrorism. To dare, less than §70 billion has been 
provided for 2009 for such activities; the effect of extend- 
ing that smaller amount of enacted appropriations (as 
well as other differences in the amounts appropriated last 
year and this year) has reduced projected discretionary 
outlays from 2009 to 2018 by more than Si trillion from 
the amount estimated in September." 5 

Technical Changes. Factors not directly attributable tn 
changes in CBO’s economic forecast or legislation — that 
is, technical changes — have increased projected deficits 
for 2009 through 2018 by SI . I trillion from the amounts 
projected in September. About 55 percent of those 
changes have occurred on the revenue side of the budget. 

Changes in factors affecting the amount of revenue 
yielded by a given amount of GDP and its income com- 
ponents have caused CBO to lower its projection of reve- 
nues by §152 billion for 2009, 51 38 billion for 2010, 
and by more than $600 billion for the 2009-2018 
period. Those technical factors are largely related to the 
current economic environment but arc not specifically 
addressed in the economic forecast. 

The recent decline in the stock market is the most impor- 
tant cause of the reduction in projected revenues attribut- 
able to technical factors. That change has caused CBO to 
significantly lower its projections of realizations of capital 
gains by individuals and corporations, distributions 
received by individuals from their tax-deferred retirement 
accounts, and the amount of wealth subject to the estate 
tax. To some extent, those downward adjustments persist 
throughout the 1 0-year projection period to reflect a per- 
manently lower amount of wealth. Technical factors that 
are not related to the current economic environment, 
such as updates to certain models to reflect new research 
and data, have caused a relatively small change to the rev- 
enue outlook in the near term and have caused changes 


.IS. If regular or supplement'.)] appropriations are enacted in place ol 
baseline project miss will incorporate their eifeCES. 


that offset some of the downward adjustments in the later 
part of the projection period, 

For 2009 through 2018. CBO has increased its projec- 
tion of outlays by 5498 billion to reflect technical 
changes. The largest contributor to that figure is the 
agency's decision to include the operations of Fannie Mae 
and Freddie Mac as pan of the federal budget; subsidy 
costs for those entities have added 5279 billion to the 
baseline over the 10-year period. (In its previous baseline, 
which was developed before the takeover of the two 
GSEs, CBO had included $25 billion for potential pay- 
ments to keep them solvent.) 

Net outlays for deposit insurance are now projected to be 
about $!9 billion higher over the next five years than the 
amount estimated in September because of an expected 
increase in the number of failed banks, thrifts, and credit 
unions. The net increase over the 10-year period is much 
smaller {S3 billion) because the near-term costs should 
eventually be offset by proceeds from the sate of liqui- 
dated assets and higher premiums for deposit insurance, 

Projections for Social Security, Medicare, and Medicaid 
include relatively small technical adjustments based on 
changes in expected caseloads and other new informa- 
tion. CBO has raised its projection of Social Security out- 
lays over the 2009-29)8 period by 586 billion (or by 
I percent), nearly all of which is attributable to an 
increase in the number of beneficiaries participating in 
the Disability Insurance program; CBO has reduced its 
projections by similar amounts for Medicare (primarily 
because of lower- than -ex peered outlays in 2008 for pre- 
scription drugs under Part D of the program and for 
hospital inpatient and post-acute services under Part A) 
and Medicaid (largely because of lowcr-than-cxpccied 
outlays in 2008). 

CBOs current baseline includes receipts (negative out- 
lays) oi'SI? billion in 2009 from auctions held in 2098 of 
licenses for the commercial use of radio frequencies that 
are currently used for television broadcasts. I hose 
receipts were originally expected to be recorded last year 
but were delayed pending the issuance of the licenses. 

Debt service on other technical changes and small adjust- 
ments to certain assumptions about the Treasury's bor- 
rowing have caused CBO to raise projected outlays for 
net interest between 2999 and 29! 8 by 5261 billion. 
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Figure 12. 

GDP and CBO's Estimate of 
Potential GDP 



Source: Congressional Budget Office. 
Mole: GDP - gross domestic product. 


The Long-Term Outlook 

High deficits in the near term may be inevitable in the 
face of the financial crisis and severe economic weakness. 
However, once the nation gets past this downturn, it will 
still face significant fiscal challenges posed by rising 
health care costs and the aging of the population. Contin- 
ued large deficits and the resulting increases in federal 
debt over rime would probably constrain long-term eco- 
nomic growth by reducing national savings and invest- 
ment, which in turn would cause productivity and wage 
growth to gradually slow. 

The rate of growth of spending on health care is the sin- 
gle greatest threat to budget balance over the long run, 
and such spending will have to be controlled in order for 
the fiscal situation to be sustainable in future decades. 26 
Together, outlays for Medicare and Medicaid (not includ- 


26. In December 2i)0K. CBO released two volumes that focus on 
health cate issues: Key Issues in Analyzing Major Health Insurance 
proposals and Budget Option, Volume I. Health Care. Those 
reports, which build upon CBO’s previous analytical work on 
health insurance and other issues in financing health care, are 
intended to assist the Congress as tt contemplates possible 
changes both large ami small— to fcilera! health ptogrnms and 


tng offsetting receipts) currently account lor about 5 per- 
cent of GDR Spending for those programs is expected to 
rise: at a rapid pace over the next 1 0 years, outstripping 
the growth of GDP. By 2019, spending for those pro- 
grams combined is projected to total about 6.3 percent 
of GDP. By 2050, it could reach 12 percent. Without 
changes to federal fiscal policy, those rising costs would 
drive the amount: of debt held by the public significantly 
higher as a percentage of GDP than it is today. 

Principles for Fiscal Stimulus 

in the absence of any changes in policy, CBO projects 
that the economy will produce about $ 1 trillion less out- 
put per year than its estimated potential in each of 2009 
and 2010 and significantly less than ns potential in 201 1 
and 20 1 2 as well (see figure 1 2). I'he unemployment rate 
js forecast to rise above 9 percent by early next year. 

Many economists believe that a stimulative fiscal policy 
(that is, an increase in spending or reduction in taxes 
designed to foster faster economic growth in the short 
run) is desirable under the current economic conditions. 
Recessions are characterized by a self-reinforcing cycle — 
firms cur production and employment because of a 
shock, such as a talloff in sales — and the resulting reduc- 
tion in income and confidence among workers leads 
them to reduce purchases, and sales fall even further. Fis- 
cal stimulus may dampen that cycle by increasing spend- 
inghy households, businesses, or governments. Some 
degree of fiscal stimulus is automatic in a recession, as 
lower incomes mean lower taxes and increased spending 
for unemployment insurance benefits and nutrition assis- 
tance (as described on page 4). Additional stimulus can 
be provided through tax cuts or transfer payments (such 
as expanded unemployment insurance) nr by direct pur- 
chases of goods and services by the federal government or 
state and local governments. 

Another significant source of economic stimulus is mone- 
tary policy. The Federal Reserve has provided substantial 
monetary .stimulus, but with the financial sector in such 
turmoil and a broad lack of confidence in the economy, 
easing the availability of credit may not be enough to 
both stabilize the financial system and provide a signifi- 
cant boost to economic activity. 

The uncertainty of the economic outlook suggests 
another possible justification for a stimulative fiscal pol- 
icy. The problems in financial markets could be worse 
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than CHO's forecast anticipates, and, as a resuit, the 
economy amid experience a more protracted period of 
recession and stihpar growth than indicated by that fore- 
cast. Art effective fiscal stimulus could serve as an insur- 
ance policy against that risk. 

In general, fiscal stimulus policies are most effective if 
they are timely, cost-effective, and consistent with long- 
run budget objectives: 

■ The timeliness of fiscal stimulus is critical, ideally, the 
economic effects of the stimulus should match the 
period of economic weakness. 

• The timing of the economic effects of fiscal stimu- 
lus will depend both on when the policies arc 
enacted and when the policies affect spending by 
consumers, firms, and governments. When a reces- 
sion is already underway and aggregate demand is 
declining, the most effective stimulus policy would 
be one that was enacted rapidly and that would 
affect spending quickly; otherwise, the policy 
would risk postponing stimulative effects until the 
economy was already recovering. 

* A fiscal stimulus that continues after the period 
of economic weakness runs the risk of causing 
higher inflation and interest rates. (That period, 
however, could encompass some time after the 
recession when the economy may still be produc- 
ing well below its potential output.) But a fiscal 
stimulus that ends before the economy has started 
to regain its footing runs the risk of exacerbating 
that weakness when the stimulus ends. 

■ A desirable stimulus policy should increase aggregate 
demand as much as possible for a given budgetary 
cost; that is, it should he cost-effective. 

* The most cost-effective policies would provide 
additional resources to the households, firms, or 
governments most likely to use them for additional 
purchases of goods and services. Different policies 
that might be included in a stimulus package differ 
widely in this respect. 

• iifforts to push out spending too quickly may 
result in a less well considered or less efficient use 
of taxpayers’ money. 


» Policies that accelerate costs that the govern mem 
will ultimately incur in any event (for example, 
delaying tax liabilities or accelerating planned 
spending.) would have little net cost but might pro- 
vide economic benefits. 

■ It is desirable that efforts at short-term fiscal stimulus 

not significantly exacerbate the nation’s long-run 

fiscal imbalance, 

• Policies that may be desirable and beneficial in the 
short term may or may not be beneficial in address- 
ing the nation's long-term fiscal challenges. 

• Fiscal stimulus adds to the federal debt, already ,i 
concern in the light of growing demands on the 
federal budget from the aging of the baby boomers 
and, especially, from the rising cost of health care, 
For every $100 billion in additional federal debt, 
future taxpayers will probably have ro pay about $5 

• Large and persistent federal deficits tend to slow 
economic growth in the tong term, [’hey reduce 
the national saving rare and capita! accumulation 
and thereby slow the growth ui the economy’s 
capacity to produce. 

• Spending and tax polities that enhance fort ire pro- 
ductive capacity offset some of the potent iai 
adverse long-run effects of the additional debt asso- 
ciated with short-term stimulus. 

• A large increase in debt poses risks, Ai some point 
investors here and abroad might decide that they 
have enough Treasury securities in their portfolios: 
From then on, they might continue ro purchase 
those securities only if offered higher interest rates. 
The accumulation of Treasury debt risks the possi- 
bility that, in some future financial crisis, investors 
might not "flee to quality” by buying U.S. Treasury 
securities but would instead purchase some other 
assets, leaving the government with less flexibility 
or much higher costs lor dealing with such a 
situation. 

• Finally, spending or tax changes intended to be 
temporary may he difficult to reverse later. 
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I he sac- of the effects of fiscal stimulus on the economy is more significant effect, lint there is generally little dispute 

quite uncertain and subject to considerable debate among that spending increases or ra\ curs would increase GDP 

economists. Some argue, for example, that last summer's in rhe short run under the current circu in situ ices, 
fiscal stimulus had little effect; others argue that it had a 
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Appendix A: 

The Government’s Actions in Support of the 
Housing and Financial Markets 


T tunnoi] in the housing one! financin! on! : 
has generated a series of policy responses from various 
parts of the government — the Federal Reserve, the 
Department of the Treasury, and other agencies. Some 
responses have stemmed from existing authority, others 
from recent legislation. The tables in this appendix briefly 
describe the major policy actions taken by each entity. 

The Federal Reserve 

Many of the actions taken by the Federal Reserve derive 
from section 13(3) of the Federal Reserve Act. That sec- 
tion gives the central bank broad authorities in “unusual 
and exigent circumstances” to extend credit directly to an 
“individual, partnership, or corporation.” That authority 
has been used in a variety of new and innovative pro- 
grams in recent months to provide more than Si trillion 
in financial support to banks, corporations, money mar- 
ket funds, and other institutions (see Table A- 1 ). 

Activities of the Federal Reserve are not directly recorded 
in the federal budget. Rather, each year its net earnings — 
generated by interest on its holdings of securities; income 
from foreign currency holdings; fees received for services 
provided ro institutions that accept monetary deposits 
from consumers (such as check clearing, funds transfers, 
and automated clearinghouse operations); and interest on 
loans to such institutions — are remitted to the Treasury 
and recorded in the budget as revenues. Thar income is 
typically in the range of S20 billion to S30 billion a year. 1 


Thus, recent actions by the Federal Reserve to address the 
turmoil in the markets may affect federal revenues 



through their impact on the amount of earnings that the 
Federal Reserve remits to the Treasury. Those earnings 
would be diminished by any losses incurred if creditors 
were unable to repay loans or if the assets acquired proved 
to be worth less than the cost to acquire them. Although 
the Federal Reserve loaned more than SI trillion in 2(108 
through its various programs, it docs not intend to subsi- 
dize borrowers by paying more for assets than they are 
worth, and it has structured the transactions to minimize 
the chance of losses to its portfolio. Losses are possible, 
however; for example, the Federal Reserve has already 
writ ten down — by about S2 billion — the value of the 
assets it acquired in the takeover of bear .Stearns, 

The Department of the Treasury 

Most of the actions taken by the 1 re usury eve re autho- 
rized by recent legislation. At the end of July, the 1 lousing 
and Economic Recovery Act of 2008 (Public Law ! JO- 
289) authorized actions to provide support lor the hous- 
ing market. Among the provisions of that act was the 
authority for the Directoi of the Federal Housing Finance 
Agency (FHFA) and the Secretary of the Treasury to 
place Fannie Mae and Freddie Mac into conservatorship 
and take ownership interest in each company.'' 

In early October, the Emergency Economic Stabilization 
Act of 2008 (Division A of EL, I 10-343) established 
the Troubled Asset Relief Program (TARE), authorizing 
the Treasury to purchase $700 billion in assets to alleviate 
the crisis in credit markets (see 'fable A-2). 1 he first 
S3 50 billion is now available for obligation; the: second 
$350 billion will become available if the Administration 
requests it and the Congress does not take action to deny 
that request. 

As of December 31, the program had disbursed $238 bil- 
lion to banks and other institutions in exchange for shares 
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of preferred stock and warrants. (Preferred stock refers to 
shares of equity rhar provide a specific dividend to be 
paid before any dividends me paid to common stock- 
holders and that take precedence over common stock in 
the event of a liquidation; a warrant is a security that enti- 
tles the holder to buy stock of the company that issued it 
at a specified price.) The program will also finance up to 
517.-1 billion in loans for General Motors and Chrysler 
(the automakers have received $9 billion already) and 
56 billion in assistance related to CM AC. a financial 
services company. 

Funds have also been pledged for additional capita! pur- 
chases. Furthermore, the i ARP is responsible for $20 bil- 
lion in credit protection (protection against debtors that 
do not pay because of insolvency or protracted default) 
for the Federal Reserve's Term Asset-Backed Securities 
Loan Facility (TALF) and 55 billion in credit protection 
for assets held by Citigroup, in total, the funds already 
disbursed and those committed but not yet disbursed are 
likely to consume all of the first 5,350 billion available 
under the TAR]' 

Spending for some programs conducted by the Treasury 
will be recorded in the budget on a discounted present- 
value basis rather than on a cash basis. ^ For those 
programs, the budget records the cost of the subsidy 
provided— that is the cost resulting from interest subsi- 
dies, potential defaults on that lending, and other factors. 


3. Thu Admin mo min is accounting tor capital purchases made 
tinder the TARP on a e-Di basis rather ih.-m the present- value basis 

20118. Thai treat mem will show more outlays than tinder OKTs 
treatment tin rl« TARP tins year and then casts receipts in future 


Other Agencies 

A few other agencies have also taken actions m t espouse 
so the turmoil in the markets, either through existing 
authority or on the basis of recent legislation. The Federal 
Deposit Insurance Corporation fl'DICi temporarily 
raised the limit on insurance coverage- -from 5100,000 
to 5250,000 — as a result of a provision in the Emergency 
Economic Stabilization Act of 2008, Through existing 
authority to reduce systemic risks to the economy, the 
FDIC established a program to enhance liquidity by 
guaranteeing debt issued by financial institutions as well 
as certain deposits in checking accounts and other non- 
interest -bearing accounts; ii will also provide assistance to 
Citigroup using that existing authority (see Table A- 3) . 

The Department of Housing and Urban Development 
(HUD) has established several programs in an attempt to 
reduce foreclosures and address other issues in the hous- 
ing market. Many of those programs were created by the 
Housing and Economic Recovery Act of 2008, but HUD 
has also used existing authority to cieare the FHA Secure 
program. 

FHPA. under authority granted by the Housing and Eco- 
nomic Recovery Act of 2008, placed Fannie Mae and 
Freddie Mac under conservatorship. In addition, FH FA 
is planning to use its existing authority to create n pro- 
gram to streamline the loan modification process. 

Financial turmoil has also affected credit unions. As a 
result, the National Credit Union Administration has cre- 
ated programs (tinder existing authority) ro ensure the 
liquidity of its member institutions. 
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Table A-1. 

Actions Taken by the Federal Reserve in Support of the Housing and 
Financial Markets as of December 31, 2008 

{Billions of dollars) 

F unding 

Committed 

to Date _ Potential 3 Description 
n.a. n.a. The target tor the federal funds rate (the interest banks 

charge on loans to other banks) was reduced 10 times 
between September 200? and December 2008, falling from 
$.25 percent to between zero and 0.25 percent. 


94 Unknown Through the primary and secondary credit programs, the 

Federal Reserve disburses short-term loans !o banks and 
other institutions that are legally allowed to accept 
monetary deposits from consumers. The term o! the loan 
may be as long as 90 days. 

Term Auction Facility 450 600 The Term Auction Facility (TAP) allows banks one! other 

financial institutions to pledge collateral in exchange for a 
loon from the Federal Reserve. The interest rate on the 
loan is determined by auction; such auctions are conducted 
biweekly (or loans with a maturity of either 28 or 84 days. 
The maximum size of each auction is S15Q billion, although 
accepted bids for most recent auctions have been 
considerably smaller. 

29 29 The Federal Reserve created Maiden Lone t, a limited 

liability company (t.LC), to acquire certain assets of Bear 
Stearns at a cost of $29 biifion. (An LLC offers protection 
from personal liability for business debts. |ust like a 
corporation. The profits and losses of the business pass 
through to its owners, as they would d the business was a 
partnership or sole proprietorship.) The UC will manage 
those assets to maximize the likelihood that the investment 
is repaid and to minimize disruplion to financial markets. 
The current value of the portfolio on the Federal Reserve’s 
balance sheet is 527 billion, 


Takeover of Bear Stearns 

Backed assets to facilitate takeover of 
Bear Stearns by JP Morgan Chase 


Loans to Financial Institutions 

Primary and Secondary Credit 
Programs 


Action __ 

Rectuctions in Interest Rates 


Continued 
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{Billions of dollars) 


Act ion 

Support for AIG 

Acquired control of nearly 80 percent of 
the insurance company 


_ Funding 
Committed 

to Date Potenti al 8 Desc ri ption '' 

83 113 The Federal Reserve agreed to loan AIG $60 billion and 

acquired control of nearly 80 percent of the company. In 
addition, the Federal Reserve Bank of New York bought 
$19,5 billion of residential mortgage-backed securities from 
AIG's portfolio through an LLC and another $24.5 billion of 
collateralized debt obligations {CDOs) on which AIG wrote 
contracts for credit default swaps through another LLC, 
(CDOs are complex financial instruments that repackage 
assets such as mortgage bonds, loans for leveraged 
buyouts, and other debt — including other CDOs — into new 
securities. A credit default swap is a type of insurance 
arrangement in which the buyer pays a premium at periodic 
intervals in exchange for a contingent payment in the event 
that a third party defaults. The size of the premium paid 
relative to the contingent payment generally increases with 
the likelihood of default.) 


Support for Short-Term Corporate 334 

Borrowing 

Commercial Paper Funding Facility 


may be backed by assets or unsecured; they must be 
highly rated, denominated in li.S. dollars, and have a 
maturity of three months. The program is in effect through 
April 30, 2009. 


1,800 The Commercial Paper Funding Facility <CPFF) finances the 
purchase of commercial paper (securities sold by iarge 
banks and corporations to obtain funding to meet short- 
term borrowing needs, such as payroll) directly from 
eligible issuers. Securities purchased under this program 


Support for Money Market Mutual : 

Funds 

Money Market Investor Funding 0 

Facility 


Asset-Backed Commercial Paper 24 

Money Market Mutual Fund Liquidity 
Facility 


540 The Money Market Investor Funding Facility (MMIFF) is 
designed to restore liquidity to money markets by 
purchasing certificates of deposit and commercial paper 
from money market mutual funds. The authority to 
purchase assets is in effect through April 30, 2009. 

Unknown The Asset-Backed Commercial Paper Money Market 

Mutual Fund Liquidity Facility (AMlf) provides funding to 
U.S. depository institutions aRd bank holding companies to 
finance their purchases of high-quality asset-backed 
commercial paper (A8CP) from money market mutual 
funds under certain conditions. The program is intended to 
assist money market funds that hold such paper in meeting 
demands for redemptions by investors and to foster 
liquidity in the ABCP market specifically and money . 
markets gene rally. The program is in effect through 
April 30, 2009. 


Continued 
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(Billions of dollars) 

Funding 


Action 

Committed 

to Date 

Potential 8 

Description 

Support for Primary Dealers 

Term Securities lending Facility and ■ 
TSLF Options Program 

172 

200 

The Term Securities Lending Facility (TSLF) offers to lend 
Treasury securities held by the Federal Reserve for a one- 
month term in exchange for other types of securities held 
by the 17 financial institutions, known as primary dealers, 
that trade directly with the Federal Reserve. The TSLF 
Options Program (TOP) offers options on short-term TSLF 
loans that will be made on a future date. (An option is a . 
contract written by a seller that conveys to the buyer the 
right — but not the obligation — to buy or sell a particular 
asset.) 

Primary Dealer Credit Facility 

37 

Unknown 

The Primary Dealer Credit Facility (PDCF) provides 
overnight loans in exchange for eligible collateral to 
financial institutions that trade directly with the Federal ■ 
Reserve. The program is in effect through April 30, 2009. 

Support for the Mortgage Market 
Purchases of the debt of the housing- 
related government- sponsored 
enterprises 

15 

100 

The Federal Reserve will purchase up to $100 billion in 
debt issued by three government-sponsored enterprises 
(GSEs) — Fannie Mae, Freddie Mac, and the Federal Home. 
Loan Banks — through competitive auctions over the next 
several quarters. 

Purchases ol mortgage-backed- 
securities 

0 

500 

Over the next several quarters, the Federal Reserve will 
purchase up to $500 billion in mortgage-backed securities ■ 
(MBSs) issued by GSEs and the Government National 
Mortgage Association (Ginnie Mae). The MBS purchases 
are expected to begin in early January. 

Support for Consumer and Small 
Business lending 

Term Asset-Backed Securities Loan 
Facility 

0 

200 

Through the Term Asset-Backed Securities Loan Facility 
(TALF), the Federal Reserve Bank of New York will lend up 
to $200 billion to holders of certain A AA- rate d asset- 
backed securities (consumer and small business loans), ■ 
and the Troubled Asset Relief Program will provide 
$20 billion of credit protection (protection against debtors 
that do not pay because of insolvency or protracted 
default) for those loans. The TALF is expected to begin 
lending in February 2009; the authority expires on 

December 31, 2009. 


Continued 
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(Billions of dollars) 

Funding 


Action 

Committed 
to Date 

Potential 3 

Description 

Assistance to Citigroup 

1) 

234 

The Federal Reserve iviii absorb 90 percent of any losses 
resulting from the federal government’s guarantee of a 
pool of Citigroup's assets after payouts have been made by 
Citigroup, the Troubled Asset Relief Program, ami the 
Federal Deposit Insurance Corporation. 

Currency Swaps: 

At least 500 

Unlimited 

In response to strong demand for dollars from abroad, the 
Federal Reserve has contracted with 14 foreign central 
banks to make U.S. dollars available temporarily. After a 
specified period of time, the original amounts of dollars 
wij) be returned in exchange for the foreign currency. 


Source: Congressional Budget Office based on information from ihe Federal Reserve. 

Note: n.a. = not applicable. 

a. "Potential funding" refers to the size of the market or the maximum amount of lending under the program. 
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Table A-2. 

Actions Taken by the Treasury in Support of the Housing and 
Financial Markets as of December 31, 2008 

(Billions ol dollars) 

Subsidy 11 
(Credit 

basis) Description 

64 The Emei gency L conoroic Stabilization Act of 2008 

(Division A of PL. .110-343) granted authority to the 
Treasury to purchase £700 billion in assets through a 
new program, the Troubled Asset Relief Program 
(TARP). The second £350 billion will become available if 
the Administration requests it and the Congress does 
not take action to deny that request. 

As of December 31, the program had disbursed 
$247 billion. The subsidy cost estimated by the 
Congressional Budget Office — about 164 billion to 
date — is computed using the modified credit reform 
procedure (that is, accounting for market risk) 
specified in PL 110-343. 

The Housing and Economic Recovery Act of 2008 
(RL. 110-289) authorized a refundable tan credit for 
first-time home buyers {to be repaid, without interest, 
over 3 15-year period) and contained other housing- 
related tax provisions. 

Purchases of Obligations and 71 Unlimited -1 The Housing and Economic Recovery Act of 2008 

Securities Issued by Fannie authorized the Department ot the Treasury {0 buy 

Mae and Freddie Mac obligations and securities issued by Fannie Mae and 

Freddie Mac. About $21 billion 0! residential mortgage- 
backed securities (securities whose value is derived 
from an underlying poof o’ mortgages) had been 
purchased as ol December 31, 2008. Authority to make 
such market purchases expires on December 31, 2009, 

The subsidy cost recorded in the budget is computed 
using standard credit reierm procedures. 


Housing -Re fated Tax 0 12 it.a. 

Provisions 


Disbur sements __ 
Actio n To Date Potential* 1 

Troubled Asset ff-C-s 5 Program 247 70C 


Continued 
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{1r‘. t rt*«isuty in mi import tiic Hou»in£ arso 

.cl:s as oi. DcctmtlH-r 5 \ . 2U0H 


(Billions of dollars) 






Disbursements 

Subsidy 6 

(Credit 


Action 

To Date 

Potential 3 

basis) 

Description 

Conservatorship for Fannie 
Mae and Freddie Mac 

14 

200 

n.a. 

The Treasury received senior preferred equity shares 
and warrants in exchange for any future contributions 
necessary to keep the two entities solvent. (Preferred 
equity shares provide a specific dividend to be paid 
before any dividends are paid to common stockholders 
and taka precedence over common stock in the event of 
a liquidation; a warrant is a security that entitles the 
holder to buy stock of the company that issued it at a 
specified price.) 

Temporary Guarantee 

Program for Money Market 
Funds 

Unknown 

3,000 

n.a. 

The Treasury will guarantee investors’ shares as of 
September 19, 2008. The guarantee is in effect 
through April 30, 2009, but can be extended through 
September 18, 2009. Participating funds pay a fee of 

1.5 or 2.2 basis points times the number of shares 
outstanding. (A basis point is one-hundredth of a 
percentage point.) 

Supplemental Financing 
Program 

259 

Unlimited 

n.a. 

The Treasury is borrowing from the public to assist the 
Federal Reserve. 


Source: Congressional Budget Office based on information from the Department of the Treasury. 

Note: n.a. = not applicable. 

a. "Potential disbursements" refers to the maximum amount of spending under the program or the maximum amount of outstanding assets 
available for guarantee. 

b. "Subsidy,” broadiy speaking, refers to the purchase cost minus the present value of any estimated future earnings from holding those 
assets and the proceeds from the eventual sale of them. 
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Table A-3. 

Actions Taken by Other Agencies in Support of the Housing and 
Financial Markets as of December 31, 2008 

(Billions of dollars) 

Disbursements 

Action To Date Potential 8 Description 

Federal Deposit insurance Corporation 

a. 700 The Emergency Economic Stabilization Act ol 2008 

(Division A ol fit. 110-348) temporarily raised the limit on deposit 
insurance through December 31,2009. Thai action iseshmaiedto 
increase the amount of insured deposits by about $200 billion, or 
15 percent. 

temporary Usutdily Guarantee Program ti.a. 1.450 The Temporary Untidily Guarantee Program has two 

components. The first — the debt guarantee program — aims to 
enable participating institutions to borrow and tend money more 
readily, ft fully protects certain newly issued senior unsecured 
debt (securities that are not backed by collateral and have priority 
over aft other debt m ranking for payment in the even! of default) 
with a maturity of more Irian 30 days, including promissory 
notes, commercial paper (sec unties sold by large banks and 
corporations to meet short-term needs, such as payroll), 3nd 
interbank funding. The guarantee applies to debt that is issued by- 
June 30, 2000. and matures no later than June 30, 2012. 
Participating institutions pay fees based on the maturity ol [lie 
debt. To dale, the Federal Deposit Insurance corporation (FDEC) 
has guaranteed $258 billion ol new debt: potential guarantees 

The second component provides full guarantees for certain 
checking and other non- interest-bearing accounts through 
December 31, 2009. Participating institutions also pay lees for 
this guarantee, which could total $450 billion. 

Assistance to Citigroup 0 10 The PD1C may absorb up to 510 billion in losses resulting Irorn the 


Department of Housing and Urban Development 

0 4 The Housing and Economic Recovery Act oi 2008 

(PL 110-289} provided $4 biiticui «> funding to slate and torni 
governments to purchase and rehabilitate foreclosed and 
abandoned homes. 

0 1 The HOPE lor Homeowners program permits home mortgages to 

be refinanced through private fenders with a guarantee from the 
Federal Housing Administration. The new loans must have a loan- 
! o-value ratio that is no grealer than 90 percent at die prnperty’s 
appraised value. 


Redevelopment of Abandoned and Foreclosed 

HOPE for Homeowners Program 


lemporpniy Raised the Basic Limit on 
Insurance Coverage from $109,000 to 
$250,000 per Depositor 


Continued 
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(Billions of dollars} 

Disbursem ents 

Action To Date Potent ial 8 Description . 

Department of Housing and Urban Development (Continued) 

FHA Secure n,a. 1 FHA Secure was a temporary initiative to permit lenders to 

refinance non-FHA (Federal Housing Administration) adjustable- 
rale mortgages. The program has made about *1,000 loans since 
tail 2007 and expired on December 31, 2008. 

Federal Housing Finance Agency 

Conservatorship for Fannie Mae and n.a. n.a. The Federal Housing Finance Agency and the Treasury took 

Freddie Mac control oi these two government- sponsored enterprises (GSEs) 

on September 6, 2008. Under the current circumstances, the 
Congressional Budget Office (C80) views Fannie Mae and Freddie 
Mac as governmental entities. 


Streamlined Modification Program Unknown Unknown The Streamlined Modification Program is intended io avoid 

foreclosures by creating a fast-track method for reducing monthly 
payments on mortgages. The program will restrict payments lo 38 
percent of a household’s gross monthly income by reducing the 
interest rate, extending the life of the loan, or deferring principal. 
That policy applies to loans held by Fannie Mae and Freddie Mac 
and was launched on December IS, 2008. 


Credit Union' Homeowners Affordability Relief 
Program and Credit Union System Investment 
Program 


Temporary Corporate Credit Union Liquidity 
Guarantee Program 


National Credit Union Administration 

0 ■ A 1 These two todn programs are operated through the Nalionai 

Credit Union Administration's Central Liquidity Facility and are 
financed by borrowing from Ihe Federal Financing Bank. The 
Credit Union Homeowners Affordability Relief Program (CU HARP) 
will provide subsidized funding intended to help credit unions 
modify mortgages. The Credit Union System investment Program 
(CU SIP) seeks to facilitate lending by shoring up corporate credit 
unions (which primarily provide financial resources and services 
to other credit unions). 

1 Unknown The Temporary Corporate Credit Union Liquidity Guarantee 

Program guarantees certain unsecured debt of participating 
corporals credit unions that was or wilt be issued between 
October 16, 2008, and dune 30, 2009. Such debl must mature by 
June 30, 2012. Participating institutions pay annualized fees for 
ihe guarantees. 


Source: Congressional Budget Office based on information from the Federal Deposit Insurance Corporation, Ihe Department of Housing and 
Urban Development, the Federal Housing Finance Agency, and the National Credit Union Administration. 


Note: n.a. = not applicable. 

a. ''Potential disbursements’' refers to the maximum amount of spending under the program or the maximum amount of outstanding assets 
available for guarantee. 
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Appendix B: 

CBO’s Economic Projections for 2009 to 2019 


T 

H he tables in this appendix expand on the informa- 
tion in the body uf the report by showing the Congressio- 
nal Budget Offices (CBO's) year -by- year economic pro- 
jections for 2009 to 2019 (by calendar year in Table B-l 
and by fiscal year in Table B-2). CBO does not forecast 
cyclical fluctuations in its projections for years after 20 1 0. 


Instead, the projected values shown in the tables for 201 1 
to 2019 reflect CBO's assessment of average values for 
chat period. That assessment takes into account economic 
and demographic trends but does not attempt to forecast 
the frequency and size of ups and downs in the business 
cycle. 
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Table B-1. 

CBO’s Year-hy-Ycar Forecast and Projections for Calendar Years 2009 to 2019 

Estimated Forecast Projected 

2008 * 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 


Nominal GDP 
(Billions of dollars) 

Nominal GDP 
(Percentage change) 

Real GDP 

(Percentage change) 

GDP Price Index 
(Percentage change) 

PCE Price Index 1 ' 
(Percentage change) 

Core PCt Price Index' 
(Percentage change) 

Consumer Price Index 11 
(Percentage change) 

Core Consumer Price Index' 
(Percentage change) 

Employment Cost Index' 
(Percentage change) 

Unemployment Rate 
(Percent) 

three -Month Treasury 
Bill Rate (Percent) 

Ten-Year Treasury 
Note Rate (Percent) 

Tax Bases 
(Billions of dollars) 
Economic profits 
Wages and salaries 

Tax Bases 
(Percentage of GDP) 
Economic profits 
Wages and salaries 


1 4,30*1 14,241 14,591 

3.6 -0.4 2.5 

1.2 -2.2 1.5 

2.4 1,8 0.9 

3.3 0.6 1.3 

2.2 1.5 0.9 

4.1 0.3. 1.7 

2.3 1.6 1.3 

3.0 2.7 2.7 

5.7 8.3 9.0 

1.4 0.2 0.6 

3.7 3.0 3.2 


[5,347 16,293 17,280 

5.2 6.2 6.1 

4.2 4.4 4.1 

1.0 1.7 1.8 

1.3 1.7 1.9 

1.2 1.7 1.9 

1.8 2.0 2.2 

1.6 2.0 2.2 

3.0 3.3 3.3 

8.0 6.8 5.8 

2.1 4.0 4.7 

3.6 4.7 5.4 


1,211 19,077 19,909 20,749 

5.4 4.8 4.4 4.2 

3.5 2.8 2.5 2.3 

1.8 1.9 1.9 1.9 

1.9 1.9 1.9 1.9 

1.9 1.9 1.9 1.9 

2.2 2.2 2.2 2.2 

2.2 2.2 2.2 2.2 

3.3 3.3 3.3 3.3 

5.1 4.9 4.8 4.8 

4.7 4.7 4.7 4.7 

5.4 5.4 5.4 5.4 


1,533 

6,548 


1,384 

6,551 


1,413 

6,740 


1,559 
7, on 


1,856 

7,920 


1,952 

8,344 


2,001 

8,742 


2,084 

9,517 


2,041 

9,127 


1,715 

7,472 


10.7 

45.8 


9.7 

46.0 


46.2 


10.2 

45.7 


ms 

45.9 


10.7 

45.8 


10.7 

45.8 


10.5 

45.8 


30.0 

45.9 


21,617 22,500 

4.2 4.1 

2.2 2.2 

1.9 1.9 

1.9 1.9 

1.9 2.0 

2.2 2.2 

2.2 2.2 

3.3 3.3 

4.8 4.8 

4.7 4.7 

5.4 5.4 

2,139 2,187 

9,916 10,324 


9.9 9.7 

45.9 45.9 


Sources: Congressional Budget Office; Department ol Commerce, Bureau o! Economic Analysis; Department ot Labor, Bureau of Labor 
Statistics; Federal Reserve Board. 

Note: GDP = gross domestic product; percentage changes are measured from one year lo the next. 

a. Values as of December 10, 2008. 

b. The personal consumption expenditure chained price index. 

c. The personal consumption expenditure chained price index excluding prices lor food and energy. 

d. The consumer price index for all urban consumers. 

e. The consumer price index for ail urban consumers excluding prices lor food and energy, 
i. The employment cost index tor wages and saiaries ot workers in private industry. 
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Table B-2. 

CBO’s Year- by- Year Forecast and Projections for Fiscal Years 2009 to 2019 

Actual forecast Projected 


2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 

1 19,703 20,537 21,397 22,278 


Nomina! GDP 
i Billion so! dollars) 

Nominal GDP 
(Percentage change) 

Real GDP 

(Percentage change) 

GOP Price [(Kies 
(Percentage change) 

PCF. Price Index* 
(Percentage change) 

Core PCG Price .Index" 
(Percentage change) 

Consumer Price Index" 
(Percentage change) 

Core Consumer Price Index 11 
(Percentage change) 

Employment Cost Index 1 ' 
(Percentage change) 

Unemployment Rate 
(Percent) 

Three-Month Treasury 
Bill Rate (Percent) 

Ten- Year Treasury 
Note Rale (Percent) ■ 

lax Bases 
(Billions of dollars) 
Economic profits 
Wages and salaries 

Tax Bases 
(Percentage ol GDP) 
Economic profits 
Wages and salaries 


4,224 1.4,257 14,452 15,13? .16,048 .17,035 17,986 18.864 i 

4.3 0.2 L4 4,? 6.0 6.1 5.6 4.9 4.4 

.1.9 -1.9 0.4 3.8 4.4 4.2 3.7 3-0 2.5 

2.4 2.1 1.0 0.9 1.6 1.9 1.8 1.9 1.9 

3.7 07 1.4 1.2 1,7 1.9 1.9 1,9 1.9 

2.3 17 1.0 LI 1.6 1.9 1.9 1.9 1,9 


2.1 

3.9 


0.5 1.4 1.8 1.9 


77 9.1 8.3 7.1 


0.2 

3.1 


2.2 2.3 2.2 

2.2 2.2 2.2 

3.3 3.3 3.3 
6.0 5.3 4.9 
4.7 4.7 4.7 


2.2 2.2 2.2 2.2 


2.2 2.2 2.2 2.2 


3,5 4.4 5.3 


33 

4.8 


5.4 5.4 5.4 


1,413 

6,549 


1,390 

6,649 


1,521 

6,950 


9.9 9.6 10.0 10.4 

45.9 46.0 45.9 45.9 


1,823 1,933 1,991 2,032 2,071 2,125 2,176 

7,808 3,241 8,644 9,031 9,419 9,815 10,221 


10.7 107 10.6 

45.8 45.8 45.8 


Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor 
Statistics; Federal Reserve Board. 

Note; GOP a gross domestic product; percentage changes are measured Irom one year to the next, 
a. The persona! consumption expenditure chained price index. 

0. The personal consumplion expenditure chained price index excluding prices for food and energy. 

c. The consumer price index for all urban consumers. 

d. The consumer price index for all urban consumers excluding prices for food and energy. 

e. The employment cost index lor wages and salaries of workers in private industry. 
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Congressional Budget Office 


The Budget and Economic Outlook: 
Fiscal Years 2009 to 2019 



January 8, 2009 


The Total Deficit or Surplus as a Share of GDP, 
1970 to 2019 


Percent 
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CBO’s Baseline Budget Projections 



Actual 

2007 

Actual 

2008 

2009 

2010 



In Billions of Dollars 


Revenues 

2,568 

2,524 

2,357 

2,533 

Outlays 

2,729 

2,978 

3,543 

3,236 

Deficit 

-161 

-455 

-1,186 

-703 

Debt Held by the Public 

5,035 

5,803 

7,193 

7,829 

Memorandum; 





Gross Domestic Product 

13,642 

14,224 

14,257 

14,452 



As a Percentage of GDP 


Revenues 

18.8 

17.7 

16.5 

17.5 

Outlays 

20.0 

20.9 

24.9 

22.4 

Deficit 

-1.2 

-3.2 

-8.3 

-4.9 

Debt Held by the Public 

36.9 

40.8 

50.5 

54.2 


What Accounts for the Change in CBO's 
^88^ Estimate of the Deficit for Fiscal Year 2009? 

Billion of Dollars 




2009 



Total Deficit Projected in September 2008 

438 



Changes 




Lower revenues 

362 



($104 billion due to recent legislation) 



Outlays for the Troubled Asset Relief Program 

184 



Outlays for recognizing the credit costs of 

218 



Fannie Mae and Freddie Mac in the budget 



Other changes in outlays 

-16 



Total Increase in the Deficit 

748 



Total Deficit Projected in January 2009 

1,186 

... 4. . 
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Selected Economic Projections 



Estimated 

2008 

Forecast 

2009 

2010 


Year to Year (Percentage change) 

Real GDP 

1.2 

-2.2 

1.5 

Consumer Price Index 

4.1 

0.1 

1.7 


Calendar Year Average (Percent) 

Unemployment Rate 

5.7 

8.3 

9.0 

Three-Month Treasury Bill Rate 

1.4 

0.2 

0.6 



2000 


2005 


2010 


2015 
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Comparison of GDP in the Current Recession and 
Previous Ones 


Percentage Difference from Peak Value 



Quarters After Peak 


I 9..I 

Chairman Conrad. Let me ask you this: You have painted a 
pretty bleak outlook here. What is the risk that this downturn will 
be even more severe than you have described? 

Mr. Sunshine. I think any of our economic forecasts are in the 
middle of a band of possible outcomes, and there is at least as like- 
ly — a greater likelihood that they will be — the outcome will be 
worse than we described as that it will be better. I mean, that is 
the kind of forecast we try to do. 

Chairman Conrad. Yes. 

Mr. Sunshine. So that would argue that there is probably a 50- 
percent chance in our estimate that it would be at least somewhat 
worse than we predicted. 

Chairman Conrad. Let me just say that my experience with 
forecasts is they almost always miss at the turning points; that is, 
when things are going up, they underestimate how well things are 
going on the up side; when things are going down, they almost al- 
ways underestimate how severe the downturn. And I used to have 
the responsibility for forecasting revenues for my State, and it is 
a very persistent pattern over time. It is part of human nature, I 
think. And so it seems to me there is a strong possibility, at least, 
that this downturn is more severe than you describe. I have had 
forecasts passed on to me by some in corporate America that see 
an even sharper downturn than is generally acknowledged. 

What are the risk factors that you see that could lead to a more 
severe downturn? 

Mr. Dennis. Senator, maybe I can take that question. Clearly, 
one of the biggest risk factors is what developments are in the fi- 
nancial sector. There have been absolutely terrible things hap- 
pening this fall, really very surprising things that few people were 
able to predict before they happened. 
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Things seem to be improving a little bit right now. The cost of 
borrowing that banks have to pay to each other to borrow over- 
night, which is one of the main indicators that we and others look 
at, that remains very high but has come down from the extraor- 
dinarily high levels that existed a month or so ago. So there are 
some signs of improvement there. 

Nevertheless, I think we are very conscious of the fact that there 
has been a lot going on that we did not predict, and that really is 
a severe cause of possibilities of 

Chairman Conrad. Well, let me ask one specific, if I could. We 
saw the unemployment for December rise very dramatically. The 
increase in unemployment for December was far higher than any 
forecast that I have seen. What does that tell you in terms of the 
potential for this to be a more serious downturn? 

Mr. Dennis. Certainly we saw both a very large increase in un- 
employment — a reduction in employment in November, and then 
another one looks as though it is coming in December, judging from 
yesterday’s report from ADP. So those numbers are actually con- 
sistent with the forecasts we have given you, so they do not give 
you — they are not an indication that things would be worse than 
our forecast. But they do indicate the very severe decline that is 
occurring right now. 

Chairman Conrad. OK. Senator Gregg. 

Senator Gregg. Thank you. 

I want to get back to the economic stimulus and how it should 
be structured. I agree wholeheartedly with a lot of what you said, 
especially your last point that there cannot be long-term expendi- 
ture. 

We did this $160 billion stimulus at the beginning of 2008, and 
a lot of it was basically a cash payment to people in hopes that 
they would expand consumption, but that did not happen. I tend 
to think that this recession is so unique in our history that the tra- 
ditional Keynesian approach of just putting money in people’s pock- 
et and hoping that they spend it to turn the economy around is not 
going to be all that constructive. I think the most constructive 
thing we can do is look at the underlying causes, which are that 
our economy is not as productive and as competitive as it needs to 
be, and that we need use this situation to help us restructure the 
economy and make it more competitive; and that the majority of 
the initiative here should not be the expectation that we are going 
to be able to promote personal consumption, because I do not think 
that is going to happen. I think we could take all the TARP and 
all the stimulus, take $1 trillion and put it into consumption, I do 
not think it is going to affect the slowdown all that much, because 
I think people are in such a shell right now because of their con- 
cerns about the future that they are just simply going to save it 
or they are going to pay down credit card debt or they are going 
to do something that does not expand the economy. 

So I think it makes more sense for us to use these dollars that 
we are going to put into the economy to restructure the economy. 
I mean, there is going to be a downturn more significant and se- 
vere than we have ever had since World War II. But as we come 
out of it, and we will, our restructured economy should be produc- 
tive and more efficient. And so I would tilt heavily toward invest- 
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ment that created that type of a return versus stimulus that pro- 
motes consumption. Now, I understand it is classic economic theory 
that you put consumption on the table first to try to energize the 
economy. 

Do you accept that theory at all? Or are you guys still in the 
place that consumption is what is needed? 

Mr. Sunshine. Well, I think broad-based, for example, tax re- 
bates, you run a serious risk, at least from the stimulus point of 
view, that a significant number of people will not spend them. The 
rebate last year, we had estimated that 40 percent of the amounts 
would be spent within 6 months. We do not know whether that 
turned out to be the case of not. It might have been less than that. 

There are signs that the people are really pulling back and being 
very cautious, so the best way to get bang for the buck in terms 
of consumption is to target the money to the people who are most 
likely to spend it, whatever in your view that might be, whether 
it is unemployment benefits or other kinds of things that people 
who are most likely to be short of resources or credit -constrained. 
If bolstering consumption is a high priority, then that is the best 
way to do it, is to target it to the kinds of people who would spend 
it. 

Another option that makes sure it gets spent is the Government 
spends it on — whether it is infrastructure, other kinds of invest- 
ments that hopefully would enhance the future productivity of the 
economy. 

Do you want to add something, Bob? 

Mr. Dennis. No. I think that is fair, and I do want to emphasize 
that we do not actually know yet what the impact was. There are 
some academic papers that address that question. One of them that 
we are aware of suggests a somewhat lower, 30 percent rather than 
40 percent, spendout rate from it. But there are certainly concerns 
about that paper, too. So we really await the real studies. 

Mr. Sunshine showed a graph earlier that showed that at the be- 
ginning of this recession there was a bit of an upturn in GDP, 
which is unusual in recessions. If we believe that our assumption 
of about 40-percent spending was about right, then what the stim- 
ulus would have done is give us that little bit of upturn at the be- 
ginning instead of having a GDP approximately flat for the first 
year of the recession. 

Senator Gregg. Well, maybe, but I think we should heavily tilt 
the stimulus package toward investment-based activity — you know, 
bridges, roads, infrastructure, fiberoptics, whatever — that is going 
to give us a return. There may not be an immediate construction 
event, but in the long term, it is going to make us so much more 
competitive. 

You talked about a big chunk of the increase in the deficit results 
from bringing GSEs onto the balance sheet. Is it $250 billion? 

Mr. Sunshine. $240 billion. 

Senator Gregg. $240 billion. Does that presume that that is sort 
of lost money? Or do we presume that we are going to get that back 
as an investment? 

Mr. Sunshine. No, that is net-present-value kind of calculation. 
That captures the gap between their assets and liabilities by our 
estimate. 
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Senator Gregg. But we do not really know that. I mean, if the 
economy starts to recover and people start paying their mortgages, 
that number is going to drop pretty radically, right? 

Mr. Sunshine. It could turn out better or worse than that. 

Senator Gregg. Better or worse. 

Mr. Sunshine. Yes. 

Senator Gregg. Do you still perceive that the underlying gener- 
ator of our really critical situation is the mortgage and housing in- 
dustry? Do you see that, do your economists see that as being still 
the major problem? Or do you see this as having compounded into 
other things, credit cards and other areas? 

Mr. Sunshine. Well, we can ask the economist. 

Mr. Dennis. It looks as though the recession has taken on a dy- 
namic of its own. One thing to remember is that both the financial 
problems and also now the economic downturn is worldwide. It is 
all over the place. So we are going to be losing exports as well. 

The loss of consumption means that there is much less incentive 
for businesses to invest, so you have got that dynamic going on as 
well. You see investment falling. One of the things we watch care- 
fully is an index of architects’ billings which suggest that commer- 
cial construction, which has held up relatively well, is going to join 
the parade of things that are going to be very weak. 

There are all of these sort of normal dynamics of recession that 
are particularly strong at this time simply because the initial loss 
was large. We have lost a very large amount — consumers have lost 
a very large amount of wealth. That is also pushing down our con- 
sumption. 

These are all ordinary mechanisms. Then you have got to add 
the question of possible credit constraints on top of that, and this 
is where you get into things like credit cards and so forth. We are 
not really forecasting that those things will get a lot worse, but 
they could. That is one of the risks. 

Senator Gregg. That is interesting. 

Should the stimulus package have in it aggressive enforcement 
mechanisms to discipline it, such as a hard sunset with super- 
majorities, such as entry tests as to whether or not spending on in- 
frastructure has got a return value, for example — Main Street 
beautification versus building a bridge? Should we have that type 
of enforcement mechanism within the stimulus package? 

Mr. Sunshine. As a taxpayer, I have some fears about what can 
happen when one suddenly throws large sums of money that — 
where one increases by large percentages the amount of money 
that the Federal Government or governments as a whole are 
spending in certain areas. The Federal Government is spending 
$60 billion a year, something like that, on infrastructure. So if we 
are talking about tens of billions of dollars, we are talking about 
a big increase in the amount that the Federal Government is con- 
tributing. And we are also talking about a lot of concern about 
making sure it is spent on things that are shovel-ready, that can 
start quickly. 

As a taxpayer, I am not always sure that the things that are 
shovel-ready are necessarily the most important or most productive 
projects, and that it would seem desirable from that perspective for 
there to be various safeguards and controls built in to try and en- 
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sure that if we are going to put a lot of money into some of these 
kinds of things, that we spend it well, because I think there is a 
risk — particularly since there is such an emphasis on speed, there 
is some risk that we will not spend it well. 

Senator Gregg. I will take that as an enthusiastic yes from a 
taxpayer. 

[Laughter.] 

Mr. Sunshine. CBO speakers are not supposed to give enthusi- 
astic yeses. 

Chairman Conrad. Let me just enthusiastically endorse what 
the Ranking Member has talked about in terms of the targets of 
a stimulus package. I tell you, I thought the rebate thing was 
largely a bust. I have seen the paper, or my staff has, about only 
30 percent of the money was actually spent. And however lauda- 
tory it is to save, to pay down debt, that does not stimulate the 
economy in this circumstance. 

I am very, very concerned about some of these things that I hear 
about and read in the newspaper might be in this package. For ex- 
ample, a jobs credit, that strikes me — if I am a business person, it 
is unlikely, if you give me a several-thousand-dollar credit, I am 
going to hire people when I cannot sell the products they are pro- 
ducing. Why am I, if I am an automobile manufacturer, going to 
hire more people when the cars are not selling? That to me is just 
misdirected. I would much prefer, sign me up enthusiastically for 
what Senator Gregg has described as investment that is going to 
make us more efficient and more competitive. And I would put in 
that category — energy would be at the top of my list; infrastruc- 
ture, and I think we absolutely should distinguish between types 
of infrastructure. There is certain infrastructure investment that 
will pay long-term dividends. There are others that are nice things 
but do not really improve our economic competitiveness. And then 
housing. Housing is still in the doldrums, still sinking. I just can- 
not fathom why that would not be part of this package. 

Senator Gregg. Maybe the Budget Committee should come up 
with a useful set of criteria to help some of our fellow colleagues 
work on that. 

Chairman Conrad. Yes, I think that would be a very useful 
thing that we could do. 

Senator Lautenberg. 

Senator Lautenberg. Thanks, Mr. Chairman, and thank you 
both for being here, Mr. Sunshine and colleagues. The empty seats 
certainly do not indicate the concerns registered in the Senate. Un- 
fortunately, I guess there is a lot going on that prevents us from 
being here, as I had another Committee meeting, but I think 

Chairman Conrad. Senator, maybe I could just say, you have 
made an observation here that is important for us probably to re- 
late. The Finance Committee is meeting right now, all members, on 
a stimulus package. So there are a fair number of our Committee 
members who are right now in that discussion. 

Senator Lautenberg. Yes, we have had a very important discus- 
sion environment, and so it goes around as we are here. 

Mr. Sunshine, your agency predicts a dramatic economic slow- 
down. That is consistent with the views generally expressed by 
knowledgeable people; GDP dropping by 2.2 percent in 2009. You 
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also cite prolonged struggles in the housing market and financial 
markets. Yet CBO comes along and then says in 2010 and 2011, 
we are going to see some growth. 

Now, how do these things square? What is the basis for that con- 
clusion that we are going to see economic growth resumed in 2010? 
And included in your answer, I would like you to just tell us wheth- 
er or not you are expecting infrastructure changes. I am not just 
talking about highways and roadways. I am talking about the fi- 
nancial infrastructure of the country. So, if you would, please. 

Mr. Sunshine. We have not built any legislative changes into 
our forecast in terms of whether it is financial infrastructure or 
other kinds of things. I will leave the technical details to Mr. Den- 
nis. I would say the U.S. economy is, at its fundamental, a strong 
economy, and it hits these bumps in the road, and there is, you 
know, weakness in demand, and there are some things that occur 
and we have recessions. But ultimately, as the various — the econ- 
omy by its very nature has an ability to recover. Now, what it has 
to recover from this time is more severe than what it usually has 
to recover from. We have had an enormous loss of wealth on peo- 
ple’s parts. We have had the great strain in the credit markets, 
people having trouble being able to finance their homes and get all 
other kinds of borrowing. 

But, fundamentally, the economy will turn around, and the ques- 
tion that we have to grapple with as forecasters is when. Will it 
turn around in 6 months? Will it turn around in a year? Because 
the fundamental dynamics of the economy are such that it does 
turn around. 

Did you want to give a more technical answer to that? 

Mr. Dennis. Not a more technical answer, but maybe just one 
other point. We do not try to forecast what changes are going to 
occur in the financial markets, but we are certain that there will 
be changes, that the financial markets a year from now will not 
look as they do now and will not look 

Senator Lautenberg. They will not look at? 

Mr. Dennis. As they do now, and 

Senator Lautenberg. As bad 

Mr. Dennis. We hope they do not, and also after the recession, 
the financial markets will not look the way they did before the re- 
cession. We would not expect, for instance, to see the subprime 
market work the way it did before. There may well be changes in 
the securitization of mortgages and the rules that go along with 
that. There are a number of different things that we would expect 
to change. Maybe there will be different regulation of banks. All 
sorts of things are likely to change. We are not sure what precisely 
are the contours of that. We do expect that there will continue to 
be some uncertainty about the financial markets persisting for 
quite a long time, and that is one of the reasons why our forecast 
is that the recovery from recession will be somewhat slower than 
is usual. Maybe the analogy would be to go back to the headwinds 
that Chairman Greenspan talked about a couple of recessions ago. 

Senator Lautenberg. Slower than 

Mr. Dennis. Frequently 

Senator Lautenberg. Is a year from now a quick or a slow pace? 
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Mr. Dennis. Well, I am really thinking about after the recession; 
that is, there is a recovery period after the recession where we fre- 
quently have growth rates on the order of 6 percent, and that is 
not our forecast. We have got them more like 4 percent, which is 
only a little bit faster than the growth of potential in the economy. 

Senator Lautenberg. I heard Mr. Sunshine talk about his con- 
cern as a taxpayer. We all do the same thing here and are con- 
cerned about Government spending. Did I hear you correctly? 

So how do you feel about the stimulus as a general thing? Not 
having been here, I am sorry that this might be repetitive. 

Mr. Sunshine : I mean, CBO does not, of course, make policy rec- 
ommendations. We pointed out in our report that the economic sit- 
uation now is of the type where fiscal stimulus might be beneficial, 
that the economy is operating at a very large percentage, from a 
historical perspective, below its potential capacity. And there is a 
great loss of output occurring as a result of that. 

It is also not clear that the very aggressive actions on monetary 
policy and the various things that the Federal Reserve is doing to 
stabilize the financial system, whether that will be sufficient both 
to stabilize the financial system and to stimulate the economy and 
create additional demand because of the constraints of the financial 
system. So using the various criteria one thinks about, as the situ- 
ations with fiscal stimulus might be desirable, most of them apply 
in the situation perhaps better than in many other situations. 

The other condition is that we expect the period of either reces- 
sion or slow growth to be longer than in most situations, because 
in a short recession, by the time you implement fiscal stimulus, it 
can easily be too late, and you actually — and the stimulus kicks in 
after the recession is over and does more harm than good. 

If, in fact, you think there is going to be a long period of either 
recession or slow growth, that makes a stronger case for doing 
things that can kick in, in 6 months or 8 months or a year. 

Senator Lautenberg. Can I ask for just kind of a yes or no type 
answer? Do you think that we could get along without a stimulus 
package or a stimulus injection in the economy? 

Mr. Dennis. Our economic forecast does not assume a stimulus 
package, so I think that is a judgment that you would have to 
make. 

Senator Lautenberg. Yes, but you are making a forecast. 

Mr. Dennis. Right. 

Senator Lautenberg. You are taking the data from which you 
make your conclusion. By the way, do you use any of the labor sta- 
tistics that we see now coming on a regular basis in terms of your 
forecasts of job growth, income levels, et cetera, et cetera? Do you 
use that kind of mechanism in developing your forecasts? 

Mr. Dennis. We absolutely do, yes. 

Senator Lautenberg. Which index do you use; do you know? Is 
it the Bureau of Labor Statistics? 

Mr. Dennis. We use a lot of things. We look at the Bureau of 
Labor Statistics stuff. We also, for instance, looked at the report 
yesterday that tracks payrolls that gives us 

Senator Lautenberg. What is the firm? 

Mr. Dennis. ADP. It gives 

Senator Lautenberg. I am one of the founders of that firm. 
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[Laughter.] 

Senator Lautenberg. And Alan Greenspan came to the Fed from 
our board. And I worked for over 20 years to get that index going, 
and I could not get the team to do it. Finally, now that I am far 
enough away — but they got it done, and I think 

Mr. Dennis. We thank you very much. 

Senator Lautenberg. I am pleased that that company that was 
started with nothing — and I do not want to take too much time. I 
do want to, but I will not. 

[Laughter.] 

Senator Lautenberg. But the company that was started by 
three young people from Paterson, New Jersey, without any re- 
sources at all now produces an index that provides the freshest 
data that are available. It is weekly calculations, what incomes are, 
what terminations there are, what new hires there are. And I am 
not looking for an endorsement, I promise you, because they do not 
sell it. They give it away. In my day, I would have sold that infor- 
mation. 

You have said — and I think I heard you correctly — that you do 
not include the stimulus package in your forecast. 

Mr. Dennis. That is correct. 

Senator Lautenberg. Then a stimulus package ought to blow 
the top of things, if stimulus works at all. Can stimulus be a nega- 
tive thing in our change of direction? 

Mr. Dennis. We would anticipate that a stimulus, unless it was 
designed in a very odd way, would be a stimulus as to the economy, 
yes. How much stimulus there would be would depend very much 
on the design of the package. 

Senator Lautenberg. Mr. Chairman, I have taken advantage of 
the time. Are we 

Senator Gregg. I wish I were Chairman, but the Chairman has 
left and asked me to watch the time, and I 

Senator Lautenberg. I am being nice. 

[Laughter.] 

Senator Gregg. That is very kind of you. Very kind. 

Senator Lautenberg. Am I out of time? 

Senator Gregg. I think so. 

Senator Lautenberg. OK. Thank you. I will submit some ques- 
tions for the record, and I appreciate it. Thank you. 

Senator Gregg. I would like to second your support of ADP and 
the great job you did in creating that company. I was a stockholder 
at one time of that company. Very excellent income. 

Senator Sessions. 

Senator Sessions. Thank you, Senator Gregg, and I thank Chair- 
man Conrad for the hearing and for the nice discussion that we 
have had. 

Mr. Sunshine, I particularly appreciate the fact that you have ex- 
plained our economy in a dispassionate way. You do not seem to 
be totally panicked, but instead appropriately concerned, and in a 
way that the average person could understand. I hope a lot of peo- 
ple have heard that. 

I saw an article in USA Today, when this thing began that kind 
of began to show these problems and it made the comment that an 
economy built on excessive Government debt, excessive personal 
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debt, and a tremendous trade deficit is not a healthy economy. It 
does seem to me that the debt problem, the leveraging problem, is 
out there across the economy, I think as you suggested, Mr. Den- 
nis, more than just the mortgages. Many people with big credit 
card debts and personal debts have taken out second mortgages re- 
ducing their home equity. And we have been living on that debt. 

Is it true, Mr. Sunshine, that this increasing debt has been the 
fuel that has sort of created some of this bubble? 

Mr. Sunshine. I certainly 

Senator Sessions. If we can use that phrase, “bubble.” 

Mr. Sunshine. I think we certainly saw it in the housing area 
in particular. The availability of new kinds of mortgages, the avail- 
ability of mortgages to people without careful checks as to whether 
they could afford to pay them, coupled with low interest rates dur- 
ing that period, drove housing prices higher, put people in homes 
that they could not afford to pay for. And part of the process we 
are going through now is getting back to a more normal kind of sit- 
uation. And I think some of that kind of reliance on debt has oc- 
curred in other sectors of the economy as well. 

Senator Sessions. Well, I have been working with Senator Ken- 
nedy — which has not yet reached fruition — on a plan to create a 
universal savings plan in addition to Social Security for every 
worker in America. And we were aware a little over a year ago that 
the savings rate in America was below zero, a 1-percent erosion of 
a person’s net wealth every year because they were spending their 
wealth down. 

Well, when the price of your house drops and you have been al- 
ready eroding that equity or increasing your debt, we get in a cir- 
cumstance that is not healthy, I think. Now I understand that al- 
ready the savings rate is 3 percent. I talked to one economist yes- 
terday who said they are projecting it could rise to 8 percent — 
which in the short run might be bad, but in the long run might be 
healthy. 

Would you agree with that, Mr. Sunshine? 

Mr. Sunshine. That is right. Ultimately, in order to have a more 
productive economy, we need over the long term more saving and 
more investment than we have historically had. As you pointed out, 
there is a conflict between what we might need in the very short 
term and what we need in the long term. But the need for greater 
saving and investment over the long term is clear, particularly in 
view of the long-term budget/fiscal problems that we face as a Na- 
tion. 

Senator Sessions. Well, I could not agree more with that, and 
I just know that we have got to work out — so, first of all, to take 
the panic out of the situation, it would seem to me that we are 
going through a recession that might also be called an adjustment, 
a readjustment to a more normal saving/expenditure/consumption 
scenario based on the net income that Americans have. And this 
is very painful for us right now, but it is not all bad. And at some 
point, as we come out of this, a recession or an adjustment gives 
us the potential to begin an economic growth that could carry us 
for years to come. Is that the hope, Mr. Sunshine, would you say? 

Mr. Sunshine. That is definitely the hope. I mean, our economy 
and other economies go through bubbles of various types. We have 
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had some before. The housing bubble was an enormous one and 
spread throughout the economy and struck at the financial system 
as well, and we are going through an adjustment. And, in fact, you 
know, we predicted house prices will continue to decline because 
they have to get back to the point where the level of house prices 
corresponds to the level of people’s income so that they can afford 
to buy them. And ultimately the housing market will not settle 
until we get some kind of equilibrium between where people’s in- 
comes are and where house prices are. And the economy has to go 
through that adjustment. 

Senator Sessions. You mean we just cannot pass a law and 
make the housing prices stay where they are and not adjust? 

Mr. Sunshine. That would be tempting, I suppose. 

Senator Sessions. Well, I mean, we do need to understand that. 
I do believe that we have sort of been in a panic mode. I did not 
support President Bush’s “send out the check” program, and I 
think the chart that was shown earlier indicated that it did not do 
much for the economy. I did not support the TARP program, but 
I know the reason it was passed, and it was a difficult decision to 
oppose it. And I have heard a number of economists recently say 
that the way it was executed has not really solved the toxic mort- 
gage problem. We have still got to deal with that, regardless. 

We do not need to make mistakes in the future, as you have said. 
Whatever stimulus we undertake should be a stimulus that works. 
I notice you made the comment, Mr. Sunshine, that we have got 
a $60-billion-a-year infrastructure program. It is something I have 
been looking at before this hearing. Many of the proposals are, “Oh, 
well, we will just spend $350 billion in the next 2 years on roads 
and highways, and nobody can object to that, and that will be very 
popular. OK?” But $350 billion is $175 billion a year. That would 
be nearly three times the current rate of expenditure for infrastruc- 
ture from the Federal budget. And I just cannot imagine that can 
be spent efficiently, and there are just not enough cement mixers 
to make it work without surging prices unnaturally. So we have 
really got to be careful about that challenge. 

I do not know if my Chairman is coming back. Do you expect 
him — oh, I see. Senator Whitehouse, I would be pleased — my time, 
I think, is up. I would — maybe one more thing. 

Senator Whitehouse. Senator Sessions, there is only me wait- 
ing, so feel free to take your time and continue to the end of your 
questions. 

Senator Sessions. All right. I think it is very instructive — very 
instructive — when we consider the enormity of what we are doing, 
to consider what you said earlier, Mr. Sunshine, that basically 
Freddie and Fannie need to be on the Federal budget. They are 
Federal programs. I do not know if we have ever discussed that in 
any open, rational way in this Congress. But it is just one of the 
huge things that is occurring at this point in our history without 
much discussion by our political leaders. We have just got to pay 
more attention to it. 

And with regard to the debt that Senator Gregg spoke about, I 
was very troubled, and President Bush was criticized greatly for a 
$412 billion deficit in fiscal year 2004, the largest since World War 
II. It dropped to $161 billion in 2007. We were making some 
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progress. Last year it was $455 billion, the largest ever. And now 
you are projecting, with no stimulus package, a $1.2 trillion deficit 
this year and a $1.8 trillion deficit if the stimulus package passes. 
And I guess I would just say those concerns add cost in the long 
run to this economy. Those debts are burdens this economy is going 
to have to carry, and we should keep this thing as lean and as pro- 
ductive as absolutely possible. 

Thank you. I would yield my time to my colleague. 

Senator Whitehouse. Thank you, Senator Sessions. 

For people who are still watching, I guess I would like to make 
an initial point, which is that this discussion matters a great deal 
not just to CBO economists and Senators on the Budget Committee 
and economists around the world. It is not a hypothetical future 
problem. It has very immediate and real consequences. One of 
them is in the last year’s budget that we approved, there was $260 
billion in interest expense to pay for this deficit. And we have cal- 
culated that for that $260 billion, you could provide universal 
health care in America. And on top of the universal health care you 
could provide in America, you could double Pell grants for kids 
going off to college in America. And on top of universal health care 
and doubling Pell grants, you could double the Head Start pro- 
gram. And on top of universal health care and doubling Pell grants 
and doubling the Head Start program, you could fix 95 percent of 
the bridges that have been identified as needing repair in this 
country. 

That is what you could do with that $260 billion, and I would 
say that if you were President and you came out with universal 
health care, doubling of Pell grants, doubling of Head Start, and 
repairing 95 percent of the bridges that need repair in this country, 
that would be a pretty good success to be able to claim. And we 
prevent it, we prevent ourselves from accomplishing it by running 
these deficits and facing that interest expense. The interest ex- 
pense is likely to get worse rather than better, as interest rates 
begin to increase and as the underlying deficit explodes, so that 
real cash budget annual cost of this thing that affects people in 
their lives and homes is very significant. 

The second point that I would like to make is that we have cal- 
culated in my office with the support of the Budget Committee 
staff, that the Bush administration ran up a $7.7 trillion net deficit 
compared to CBO projections of the budget on the day that the 
Bush administration took office, and that $7.7 trillion, that is a 7, 
and then another 7, and then 11 zeroes, if anybody wants to try 
to write that down. I mean, it is a frightening number. I am from 
Rhode Island. We barely get into billions. $7.7 trillion blown in es- 
sentially robbed money taken away from the American people to 
the extent they are entitled to a balanced budget is a big number, 
and that, by the way, is the number before the bailouts began. The 
bailouts have only added to it. 

So in the boom economy, at the time when common sense and 
prudence dictate that we should have been setting money aside and 
protecting ourselves economically, we made — or the Bush adminis- 
tration in particular made reckless financial decisions that have 
made it, I believe, much more difficult for us to respond to this 
now. If we were running a surplus and we were going into this, we 
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would be in much better shape, and we had surpluses anticipated 
for this period until the Bush administration came along. The Clin- 
ton administration left in good fiscal shape this country, perhaps 
partly because when they came in, they had in the campaign office 
that famous slogan, “It’s the Economy, Stupid.” I would suggest 
that if we were to discuss “It’s the Economy, Stupid” now, we 
would want to add “It’s Health Care,” because there is this cata- 
strophically large health care liability that we are facing out there. 
And if we do not get our arms around a significant delivery system 
reform of the health care system quickly, then we are going to be 
swamped by that in ways that I think make today’s concerns, as 
serious as they are, look mild by comparison. 

The last point I will make — and then I will throw it to you to 
comment on any and all of them as you please — is that as long as 
we are looking at infrastructure investment and a stimulus, and as 
long as we are looking at a very substantially bad deficit picture 
for our country going forward, it strikes me — and I guess I will 
make this a question to you. 

It strikes me that if we are going to have to do stimulus spend- 
ing to protect the economy from much deeper disaster than would 
happen otherwise, and if we are in a very bad deficit environment, 
it makes sense to do as much of the stimulus as you can for infra- 
structure on two grounds: 

One, you probably are going to have to pay for the stuff anyway, 
sooner or later, so why not do it now and front-load it into the 
stimulus? 

And, two, when you are done with it, you have a tangible asset. 
In a probably non-economic or accounting sense, you are actually 
taking kind of a cash asset or expenditure of the country and mov- 
ing it to become a tangible asset of the country’s and not making 
the country any worse off, assuming that you are spending wisely. 
If you are spending very wisely, you could actually make it much 
better off because it can be a wise capital expenditure. 

So starting with your comments on how stimulus investment in 
infrastructure is a better — or worse, if you think so — stimulus in- 
vestment in our deficit environment and commenting on any of 
those other points, the floor is back to the experts. I appreciate 
your testimony, and I join everybody else in thanking you for how 
hard you worked in holiday timeframes to get us to this point. 

Mr. Sunshine. Thank you. I think stimulus infrastructure in- 
vestments have value in this kind of environment because of what 
we have talked about before in terms of the long-term fiscal prob- 
lems facing the country. And if you can do things that both stimu- 
late the economy and make it more productive in the long term, 
that is the best possible combination. The challenge is to find the 
infrastructure investments that actually do that, and that is not so 
easy when you are trying to do it quickly and trying to infuse a 
lot of money into the program. But if you can do it right, infra- 
structure investments, many of them, do have a positive return, 
and they do enhance the productive capability of the economy. 

Senator Whitehouse. Let me ask you a little bit about that, be- 
cause it strikes me that a stimulus has two effects. It has a cash 
effect of putting money out into the economy quickly, but presum- 
ably it also has a confidence effect. There are evidently 200 projects 
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backed up in Rhode Island, which is not a very big State, for water 
infrastructure that amount to $900 million. If you are involved in 
companies that support that kind of construction, if you are a car- 
penter or in the cement business, if you are an electrician and 
plumber and involved in all of that, it strikes me that if you know 
that we can get 200 projects working, that there is going to be $900 
million spent, you may not have that money in your paycheck right 
away; but if you are working on those projects and you know that 
they are going to be seen through and they have got the Federal 
Government behind them, you might just take that creaking wash- 
ing machine and go out and buy a new one just on the confidence 
that you have a job through this period. And I would love to hear 
your comment on the difference between the immediate cash effect 
of stimulus and the confidence effect of stimulus when it is related 
to a job and somebody can say, “Whew, OK, I am going to get 
through this all right. I am not going to have to freeze my personal 
spending. We can get the new washing machine.” 

Mr. Sunshine. Often one of the concerns we raise about infra- 
structure investment in a short recession is you have got to be 
careful if, by the time they actually start spending the money, you 
miss the recession and it happens too late. 

Senator Whitehouse. Not likely to happen now. 

Mr. Sunshine. But in the period we are talking about now, there 
is much more time than we would — unfortunately, there is more 
time for that to happen. And I think your point is well taken that 
the expectation or the certainty that there will be projects or — I 
mean, some of these projects actually take a year or 2 years or 3 
years to do. So it is not just someone going out and getting a job 
for a month. It is someone knowing that there is this project going 
on for 2 or 3 years. And that is, I think, a lot different than getting 
a check once. 

Mr. Dennis. Can I just add that there is another confidence ef- 
fect, too, and that is that the company, the construction company 
that might be involved may be much more likely to buy another 
truck or 

Senator Whitehouse. Cement mixer, yes. 

Mr. Dennis [continuing]. A road sweeper or something if they 
are confident they are going to be able to use it. 

Senator Whitehouse. I appreciate it. I have gone over my time, 
which I was doing happily and willingly because I was at the end 
of the line here. But one of my very distinguished senior Senators, 
Senator Wyden of Oregon, has appeared, so I will yield the floor, 
and given his seniority, I will also yield the gavel to Senator 
Wyden of Oregon. 

Senator Wyden [presiding]. I thank my friend, and I always miss 
hearing Senator Whitehouse on the budget, and I will catch up. 

Senator Sessions would like to ask I think at least one additional 
question, and then I will wrap it up. Senator Sessions? 

Senator Sessions. If you need to go first 

Senator Wyden. No, why don’t you go first. 

Senator Sessions. Just one little issue — which is not so small, I 
guess — that is, the impact of the debt and the trade situation with 
China that our Chairman Senator Conrad raised, “China Losing 
Taste For Debt.” It just notes in this New York Times article 
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today — or yesterday, that the trade surplus in China this year is 
$20 billion a month, whereas last year it was $50 billion a month. 
It is that surplus, is it not, that they have utilized much of to pur- 
chase securities in the United States? 

Mr. Dennis. Yes. 

Senator Sessions. That is the substance from which they are 
able to do it. 

Mr. Dennis. Yes. 

Senator Sessions. So we can see they will be buying less. Of 
course, we are talking about a $1.8 trillion addition to the debt in 
1 year, this year, based on your projections. I would like to inquire 
a little bit more about how this impacts us. Isn’t it true that right 
now, Mr. Sunshine, we are benefiting from very low interest rates? 

Mr. Sunshine. That is correct. Very low. 

Senator Sessions. Very low. Unprecedentedly low. Have you 
made projections about how those interest rates might grow? And 
is there a danger that they could surge beyond what we would nor- 
mally expect to be the case? 

Mr. Sunshine. Well, I think we project them to return to a much 
more normal level over the next 2 or 3 years. We have not pro- 
jected an extraordinary uptick in the interest rates over this period 
to beyond what one would consider normal. 

Senator Sessions. But the money has got to come from some- 
where. So if all nations are showing a reduction in their sur- 
pluses — of course, we have a trade deficit — it could create a situa- 
tion, could it not, that we might see a surge from extraordinarily 
low to maybe extraordinarily high interest rates to finance this 
debt around the world? 

Mr. Sunshine. I mean, we have a 3-month treasury bill rate over 
the 2011-14 period going back up to 3.8 percent — it is now less 
than a half — and going up to 4.7 percent over the latter part of the 
10-year period. 

Senator Sessions. And what is the interest on the debt today, 
the $10 trillion or so that we have today? 

Mr. Sunshine. About $200 billion. 

Senator Sessions. $200 billion. 

Mr. Sunshine. Again, it is unusually low, Senator, because the 
interest rates on the short-term debt are so low. 

Senator Sessions. And what do you project on your out-years for 
the interest payment on the debt? 

Mr. Sunshine. We have going out in the later part of the 10-year 
period around $450 billion a year. 

Senator Sessions. $450 billion every year, Mr. Chairman, on the 
interest on the debt, is equivalent to almost an entire cost of the 
5-year Iraq war. And if the interest rates were to go higher and 
some of that debt has been locked in low, it may well begin to inch 
up even more in the out-years. 

That is some of the reason, one of the reasons, I assume, that 
you are concerned about increasing debt. 

Mr. Sunshine. Again, part of the problem is not the 10-year pe- 
riod by itself, but what happens in the following 10 years and the 
following 10 years. And we are not in a situation where we can, 
well, it is OK if we have some high debt now, things will get better. 
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We are in a situation where things are going to get worse unless 
actions are taken to change the nature of our fiscal policy. 

Senator Sessions. The fundamental nature of our fiscal policy. 

Thank you, Mr. Chairman. This was a sobering discussion, I 
thought, and I am glad to participate and have that time. 

Senator Wyden. And I appreciate my colleague’s thoughtful 
questions. 

Mr. Sunshine, CBO has correctly identified health care spending 
as the biggest driver in long-term Federal spending growth. At the 
same time, CBO has now proved that it is possible to significantly 
expand health care coverage and do it in a revenue-neutral way if 
you changed the incentives that drive behavior in the American 
health care system. And I say CBO has proved this because that 
was what was done in the analysis that the agency sent to myself 
and Senator Bennett last May. The agency analyzed our Healthy 
Americans Act, a piece of legislation cosponsored by, on this Com- 
mittee, Senator Gregg and Senator Crapo and Senator Stabenow 
and Senator Nelson. We very much appreciated working with the 
agency on that bill. 

But what I want to ask about is the tax provisions, Federal tax 
provisions of health care. It is the single biggest item of health care 
spending. It comes to about $247 billion. This is stemming, of 
course, from the systems set up after World War II when there 
were wage and price controls. And, in my view, it is absolutely key 
that it be changed because it rewards inefficiency and is regressive 
in nature. 

My question to you is: Is there any other area of Federal spend- 
ing — and this is, of course, a tax expenditure — that is close to being 
as big, No. 1, and, two, as readily available for expanding coverage 
as that particular set of provisions — the provisions that make it a 
write-off for business and tax-free to the worker? Is there any other 
provision of Federal spending or tax expenditure that is close to 
being as big or as readily available to expand coverage? 

Mr. Sunshine. Just on the tax side? 

Senator Wyden. Yes. 

Mr. Sunshine. I do not know the answer to that. 

Senator Wyden. I do not believe there is anything close. 

Mr. Sunshine. Mortgage interest is big, but that is not some- 
thing one would want to use for this kind of purpose. 

Senator Wyden. With respect to health care. And the reason 

Mr. Sunshine. Oh, no. That is by far the biggest impact with re- 
gard to health care, sure. 

Senator Wyden. The reason I am asking the question is I read 
both of the CBO budget books with respect to health care. A couple 
of times my spouse had to nudge me to keep me awake. 

Mr. Sunshine. I can understand that. 

Senator Wyden. They are wonderful documents, but it is dense. 
I cannot find anything in the health care arena — certainly mort- 
gage interest and the like — that is as close to being as large and 
as readily available to expand coverage. And I gather now on the 
basis of your answer you agree. 

Mr. Sunshine. That sounds right. 
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Senator Wyden. OK. In terms of provisions that change the in- 
centives that drive behavior in health care markets, are there any 
other major provisions? 

Mr. Sunshine. I am not sure I understand the question. 

Senator Wyden. Well, I could see how if you put copays on a par- 
ticular service, that would, for example, change behavior and the 
incentives in the system. But I did not see any in the CBO books 
that were as close to as large as the Federal tax cut provisions. 

What I am trying to get my arms around is we are going to try 
to pass a bipartisan health reform bill, and in tough economic 
times, you are going to have to find major sources of money in 
order to facilitate a transition. And I do not see anything as close 
to the amounts in the Federal tax provisions that we are dis- 
cussing. Is that right? 

Mr. Sunshine. That sounds to me like, yes, a very significant pot 
of resources that one can think about in terms of changing incen- 
tives that face people. 

One thing that is clear to me from the work we have done on 
health care is that you cannot address the problem just by tin- 
kering around the edges. And we have a book full of ways, many 
of which are tinkering around the edges, some of which are fairly 
significant changes. But if you want to change both the effective- 
ness of the health care system and the coverage of people, I think 
the only way you can do it is by making very significant changes 
in the whole structure of the system. Minor tinkering will not take 
that curve that I showed earlier in the hearing and bring it down. 

Senator Wyden. Well, what else moves health care markets in 
a major way besides the Tax Code? I mean, that is what we want 
to do. That is what the bipartisan sponsors of this legislation want 
to do. And it does allow us to meld together democratic thinking 
and Republican thinking. I mean, Democrats have fought — and, in 
my view, correctly so — to get everybody covered. It is the moral 
thing to do, and it is also the economic thing to do, because if you 
do not do it, the people who are uninsured shift their bills to the 
insured. So Democrats have been right there, and Republicans, in 
my view, have contributed significantly to this effort to fix the mar- 
kets and particularly to make sure that health care is not just 
handed off to the Federal Government. I do not see anything that 
does that more quickly than making changes in the Federal Tax 
Code, and I want to, before we wrap up — and as I say, we have 
been very grateful for our work with all of you. I think you have 
probably given us more hours than everybody else combined on this 
task. I want to see if there is anything else that makes markets 
here. 

Mr. Sunshine. I do not know if it is in terms of money. In terms 
of one has to focus on the incentives that face all the players in 
the system, the people that provide the services and people who 
use health care services. And we need to look at ways to encourage 
providers to use the most effective methods and to not use things — 
not to overuse techniques or services. You need to encourage users 
to be prudent in how they use the system. And I think the struc- 
ture of the tax system has an effect on that. The extent to which 
people understand or perceive that they are paying for health care 
in various ways that right now are sort of invisible to them, and 
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making those visible and providing people incentives to choose 
among health care plans in ways that give them the most effective 
health care but do not encourage them to buy lots of expensive 
health care that they might not necessarily need. 

Senator Wyden. What I found striking about the two CBO budg- 
et books on health is that there were a number of modest steps — 
steps I happen to support. I mean, certainly if you are well off, 
there ought to be some copays. You know, Donald Trump will be 
on Medicare before too long, and certainly he should face some pay- 
ments for his Medicare that someone with a very modest income 
should not. So CBO essentially outlines some options like that. 

CBO also outlines some options, for example, in terms of health 
information technology. I think in the short term it is probably in 
the vicinity of $10, $12 billion worth of savings in terms of imple- 
menting reforms in that area as we get rid of paper records and 
make it easier for doctors not to repeat tests and that sort of thing. 

But none of that comes close to the kind of market-making, in- 
centive-changing activity that you will see by reforming the Tax 
Code as it relates to health care the way four members of this 
Committee are seeking to do. 

Does your colleague want to add anything on this point? Or do 
you want to be spared and pretty much liberated to go to lunch 
here? 

[Laughter.] 

Mr. Dennis. I am not sure I have anything to add, Senator. 

Senator Wyden. OK. Mr. Sunshine, we may have colleagues who 
want to ask questions for the record. We appreciate your work and 
hope that you will be staying on, because I think you perform a 
great service to the country at CBO, and particularly your new ap- 
proach in terms of health care is particularly welcome. I have al- 
ways felt that the history of health reform is that Members of Con- 
gress, like those of us on the Healthy Americans Act, we go off in 
our offices, and we draft these pieces of legislation, we propose 
them, and eventually they go off to CBO to die, and they die a sort 
of unglamorous, obscure kind of death. But the fact that CBO has 
been willing to work with Members of the U.S. Senate on a bipar- 
tisan basis, particularly on these matters of changing the incen- 
tives that drive the behavior in the health system, which we all un- 
derstand is the biggest single driver of health costs, is enormously 
important. So, from my standpoint, be excused knowing we are 
very grateful for the approach that we have seen in recent years 
where the agency has been willing to work with Senators on both 
sides of the aisle on these tough issues. 

Mr. Sunshine. Thank you. We have a very capable and much 
larger health analysis staff than we used to have, and we look for- 
ward to working with you and the other members in figuring out 
good ways to address the Nation’s problems in this area. 

Senator Wyden. And I will close by saying your thinking is clear- 
ly spreading in the Congress. I was thrilled that Chairman Baucus, 
who has done very good work on this health reform issue, has also 
put out in his White Paper, a very constructive document on health 
reform, his interest in looking at the tax side of health care. So 
your efforts are paying off. Senators with gavels in their hands, 
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like the Chairman of the Finance Committee, are paying attention 
to your work, and we thank you for it. 

You are excused. We are adjourned. 

[Whereupon, at 11:50 a.m., the Committee was] 

Statement by Senator Russ Feingoltl 
Senate Budget Committee Hearing 
CBO’s Budget and Economic Outlook: FY 2009 to 2019 

January 8, 2009 

Chairman Conrad and Ranking Member Gregg, thank you both for convening this 
hearing to hear from the Congressional Budget Office on their latest report on the federal 
budget and the nation’s economic outlook. As we embark on a new fiscal year and 
confront perhaps the most serious budget situation facing the nation since World War 11, 
it is at least reassuring that you two are at the head of the committee charged with 
overseeing the larger budget picture. 

Nevertheless, despite the commitment of our Chair and Ranking Member to fiscal 
responsibility, the budget challenges projected over the next ten years in this report are 
staggering. And that is without taking into account the uncertainties in this report’s 
projections - uncertainties that may in fact have produced projections that, as bad as they 
are, may be overly optimistic. 

That was what happened in 2001 , when the Budget and Economic Outlook report 
projected budget surpluses for the decade to come. As laughable as it may seem in 
retrospect, some credible observers actually spent a great deal of time worrying that our 
budget surpluses would be so large and ongoing, that we might actually pay off our 
government debt entirely, and then be forced to buy real assets in the private markets 
with the remaining balances. 

That was the argument underlying former Federal Reserve Chairman Greenspan’s 
testimony before this committee back then, and it led to one of the most prescient 
comments I’ve heard since coming to the Senate when our former colleague Senator 
Sarbanes noted that he feared Chairman Greenspan had taken the fid off the punch bowl. 

Punch bowl indeed, Mr. Chairman. The fiscally reckless policies that flowed from that 
time certainly had a drunken character to them. And those fiscal policies, combined with 
the irresponsible deregulation of our financial markets, deeply flawed trade policies, and 
perhaps the greatest foreign policy blunder in the history of our nation, helped lay the 
groundwork for the budget disaster we now face. 

When he takes office in less than two weeks, President-Elect Obama will be in the 
deepest budget ditch presented to any President in our history. At the same time he has 
been handed an economy in severe recession, and financial markets that lack the 
transparency and reliability needed to function in a free market. 

This singular situation will mean having to take some extraordinary fiscal action to 
jumpstart the economy. But that does not mean we should abandon long-term fiscal 
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discipline. Supporting an economic recovery package doesn’t mean we should support 
any new spending or tax cut proposal that is offered. It’s all too easy to use this dire 
economic situation to justify a favorite proposal, especially as we are asked, for the sake 
of stimulating the economy, to suspend the usual budget rules requiring deficit 
neutrality. 

Rather than taking the lid off the punch bowl again, we should be doing just the opposite 
- redoubling our efforts to crack down on the kinds of abuses that have contributed to the 
current mess. I have been pleased to join in a bipartisan effort to crack down on 
unauthorized earmarks slipped into appropriations bills, and I know there are other 
reforms that we should review as we consider the economic recovery package that is 
presented to us in the next few weeks. 1 strongly favor incorporating those reforms in 
any recovery package we pass. 

Thank you again, Chairman Conrad and Ranking Member Gregg. I look forward to 
hearing the testimony of our witness. 
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THE DEBT OUTLOOK AND ITS IMPLICATIONS 

FOR POLICY 

THURSDAY, JANUARY 15, 2009 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:01 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Wyden, and Gregg. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Denzel McGuire, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. I want to welcome everyone to the Budget 
Committee today. The hearing this morning will focus on the debt 
outlook and its implications for policy. We have a distinguished 
panel of witnesses. They are: Dr. Richard Berner, the Managing Di- 
rector and Chief U.S. Economist at Morgan Stanley; Dr. Allen 
Sinai, the President and Chief Global Economist and Strategist at 
Decision Economics; and Dr. Douglas Holtz-Eakin, well known to 
this Committee as a former Director of the Congressional Budget 
Office, who is now President of DHE Consulting. And we welcome 
you all. We especially want to welcome back our friend, Dr. Holtz- 
Eakin, who did such a professional job at the Congressional Budget 
Office, and we thank him for his service. 

I am pleased that all of you could be with us today. I look for- 
ward to your testimony. As I have stated before, I believe that the 
buildup of Federal debt is the single biggest threat to our Nation’s 
long-term economic security. Obviously, we have a near-term 
threat in this sharp slowdown, and first things first. We have to 
deal with that. We have to put in place an aggressive economic re- 
covery program. But at some point we are going to have to pivot 
and face up to this burgeoning debt. 

The main questions I would like to discuss with our witnesses 
today are: Does the current buildup in U.S. debt threaten the cred- 
itworthiness of the United States? Is there a tipping point where 
the debt becomes too large in proportion to the size of our econ- 
omy? And what would be the consequences to the economy and to 
the budget of a bursting or a deflating of a debt bubble at some 
time in the future? 

Again, I want to make very, very clear that we understand on 
this Committee fully the need to have an economic recovery pack- 
age that will add to deficits and debt in the short term. But this 
Committee also has a responsibility to our colleagues and to the 
country to put a focus on the unsustainability of our current fiscal 
condition, especially in the long term. Given the retirement of the 
baby-boom generation, given the sizable additions to the debt that 
have already occurred, we need to help our colleagues understand 
what the risk is of a failure to address our long-term imbalances. 

The news we received from CBO last week about the deficit was 
jaw-dropping. We faced one of the worst budget forecasts I have 
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ever seen. CBO’s new estimates show the deficit in 2009 will be 
$1.2 trillion, but that is before any economic recovery plan. And, 
of course, the increases in the debt will be even more. I believe 
when it is all said and done that we will probably add somewhere 
close to $2 trillion to the national debt this year alone. 
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In fact, we are building a wall of debt. Gross Federal debt is now 
estimated at $11.6 trillion by the end of 2009, and if we add in cur- 
rent policies, such as extending tax cuts, the alternative minimum 
tax reform that must occur, and ongoing war costs, we could easily 
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see the debt rise to over $21 trillion by 2019. And that would 
amount to well over 90 percent of gross domestic product in that 
year. 



Here are some of the major initiatives that are being considered 
that could further add to that debt: one, the economic recovery 
package — and, again, I want to acknowledge the necessity of doing 
that; two, additional tax cuts; three, health care reform; and, four, 
additional defense spending. 



92 


Our long-term debt outlook is even more daunting. Here is a 
chart from CBO’s long-term budget outlook, which was released in 
December of 2007. It shows what will happen to Federal debt over 
the next 50 years. With the retirement of the baby-boom genera- 
tion, rising health care costs, and the permanent extension of the 
President’s tax cuts, Federal debt will climb to more than 400 per- 
cent of GDP by 2058. That is clearly, utterly unsustainable. 

Our debt, in addition, is increasingly financed abroad. In 2008, 
68 percent of the increase in publicly held debt was held by for- 
eigners. This presents another risk factor for our economy. If at 
some time these foreign entities stopped buying U.S. debt, interest 
rates would have to increase in order to attract the capital nec- 
essary to float the boat. 

Here are the top foreign holders of our U.S. debt as of earlier this 
year. We now owe China $653 billion; Japan, $586 billion; the 
United Kingdom, $360 billion; the so-called Caribbean banking cen- 
ters, $220 billion; oil exporters, $188 billion; and on and on it goes. 

I would like to remind everyone of a point made by the former 
GAO Comptroller, Mr. Walker, early last year. He said, and I 
quote: “I believe we have a five- to 10-year window of opportunity 
to demonstrate to our foreign lenders that we are going to get seri- 
ous about this. Five to 10 years, and it is closing. And I think it 
is closer to five than to 10. Keep in mind, we are the largest debtor 
nation in the history of mankind, and it is getting worse, not bet- 
ter.” 

I would just indicate that about 2 weeks ago a major financial 
figure in this country called me and told me that he is concerned 
that while he strongly supports the need for an economic recovery 
package in the short run, if we fail to address these long-term im- 
balances, the currency could collapse. I hope that this hearing 
today can help us all better understand the risks that are being 
run and what we need to do to address them. 

With that, I want to turn to my colleague, Senator Gregg, for his 
comments. 


OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman, and thank you for 
gathering this exceptional panel to discuss this absolutely critical 
issue which you have focused on for a long time and which I wish 
more of our colleagues were focused on. It is really the fiscal tsu- 
nami that is going to overwhelm our capacity as a Nation to be 
prosperous. 

I have one chart I want to put up, because our debt is going to 
be driven by a simple fact, which is spending. This chart reflects 
where spending is going under the present programs we have in 
place that are already on the books and on which the people who 
will benefit from them already depend. And that means that spend- 
ing as a percent of gross national product would go up to almost 
31 percent, which is sort of the corollary chart to the one that the 
Chairman showed on the debt. And that is just not sustainable ei- 
ther. The Federal Government has historically taken about 20 per- 
cent of the gross national product in spending. Maybe we can take 
a little bit more, but we sure cannot take 31 percent of the gross 
national product and spend it. 
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And so as we know around here, making the tough decisions is 
a little hard to do, especially when it comes to controlling spending. 
But that chart says unequivocally that, as Willie Sutton used to 
say, “That’s where the money is.” So we need to get that under con- 
trol. 

So I will be interested in the panel’s thoughts on the debt issue, 
but I will also be interested in the panel’s thoughts on whether or 
not that spending chart is what is driving the debt. 

Thank you. 

Chairman Conrad. Thank you, Senator Gregg, and thank you 
for your leadership across a broad range of issues facing this coun- 
try. 

We are very fortunate to have somebody of Senator Gregg’s expe- 
rience and judgment helping us in this time of crisis. You know, 
I do not usually spend time commending members of the other 
party, but I do want to acknowledge Senator Gregg’s leadership at 
this extraordinarily difficult time. 

Senator Gregg. Well, the feeling is obviously mutual, Mr. Chair- 
man. You have been the voice in the wilderness for a little while. 
That is probably because you went to school in New Hampshire. 

[Laughter.] 

Senator Gregg. But, hopefully, there will be people gathering 
around your voice. 

Chairman Conrad. Well, you and I together are trying. 

Dr. Berner, we are delighted to have you. Dr. Berner is the Man- 
aging Director and co-head of Global Economics and the Chief U.S. 
Economist at Morgan Stanley. Again, thanks for being here, and 
please proceed. 

STATEMENT OF RICHARD BERNER, PH.D., MANAGING 

DIRECTOR AND CHIEF U.S. ECONOMIST, MORGAN STANLEY 

Mr. Berner. Chairman Conrad, Ranking Member Gregg, and 
other members of the Committee, I am very pleased to be here. 
Thank you for inviting me to this hearing to discuss the debt out- 
look and its implications for policy. 

As you noted, we are at a crossroads for America’s economic chal- 
lenges, both immediate and long term. Our short-term challenge is 
to end the recession and promote recovery. Our long-term chal- 
lenges are to promote a responsible fiscal policy and to reform our 
entitlement and other programs so they are sustainable. 

The tension between these short- and long-term challenges will 
play out in financial markets. Fiscal stimulus and other measures 
likely will require the Treasury to issue $4 trillion or more addi- 
tional Federal debt. For now, investors are buying. Treasuries are 
safe, inflation is falling, private credit demand is weak, and the 
Fed may buy longer-term treasury debt. 

Federal debt held by the public starts at a low level in relation 
to GDP, as you see in my first chart: only about 40 percent of GDP 
at the end of fiscal year 2008. But this is changing quickly. The 
debt-to-GDP ratio will rise toward 60 percent by fiscal year 2013. 
Barring action to fix our entitlement programs 

Chairman Conrad. Dr. Berner, could I just stop you there? 

Mr. Berner. Sure. 
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Chairman Conrad. Because I know those who might be watching 
this are wondering why did Senator Conrad talk about debt going 
to over 90 percent of GDP and you are talking about 60 percent 
of GDP, and we should just explain to those who are listening that 
I am talking about the gross debt of the United States; you are 
talking about the publicly held debt. And the difference simply is 
publicly held debt is precisely what it sounds like — debt held by the 
public. The gross debt of the United States includes the money that 
we owe the various trust funds, most notably the Social Security 
Trust Fund. 

Thank you. I apologize for that interruption. 

Mr. Berner. Thank you for that, Senator. 

Chairman Conrad. I know people would be confused. 

Mr. Berner. Thank you for that, Mr. Chairman. Yes, the gross 
debt would be quite a bit larger. From a market perspective, my 
guess is that the Federal debt held by the public is very important, 
but looking at the gross debt is equally important. 

Barring action to fix our entitlement programs, as you noted, 
that ratio that I alluded to earlier will jump to over 100 percent 
by fiscal year 2022. History shows that such a jump in debt may 
boost debt service at the expense of other needs and with not much 
to show for it. Indeed, the Japanese experience — and on this chart, 
you see the ratio of Japanese Government debt to their GDP — 
shows the danger of assuming that fiscal stimulus alone can solve 
a financial crisis. Until the Japanese authorities got it right after 
10 years of building bridges to nowhere, their economy was mired 
in a lost decade. 

At the same time, one measure of our creditworthiness already 
does show some deterioration. U.S. sovereign credit default swap 
spreads have widened to about 60 basis points, or six-tenths of a 
percent — that is the red line in this chart — from about 10 basis 
points last summer. Now, obviously, in comparison with other 
economies which are much less creditworthy than we are — we are 
still the gold standard in financial markets — the story is quite dif- 
ferent. And the global financial crisis has contributed to the rise in 
all of these spreads. But this is something, I think, that bears 
watching. So the simple message is that you ignore global investors 
at your peril. 

In contrast, the right policies to end the crisis and to address 
long-term needs will be a win-win. A growing economy will give us 
the resources to provide for future needs, and crafting an exit strat- 
egy from short-term stimulus and a credible road map for longer- 
term reform will reassure investors that we are on the right track. 

To promote recovery, we must ensure we get the most bang from 
the buck, for every buck that we spend. I will talk about some key 
elements. 

First, let us talk about recovery. It is critical to diagnose how we 
got into recession. Losses at banks, non-banks, and investors have 
eroded their capital and promoted the deepest credit crunch in our 
lifetimes. Think of this as the S&L crisis — a crisis of solvency times 
ten. My colleague Betsy Graseck estimates that baseline losses for 
the U.S. financial system, which you see on this chart, could even- 
tually total $1.5 trillion and easily run to $1.9 trillion. This loss of 
capital to support good and bad loans has forced lenders to shrink 



95 


their balance sheets. The credit crunch has spread to the broader 
U.S. economy and beyond our borders. 

As you see in the previous chart, the tightening of lending stand- 
ards from the Federal Reserve survey over on the right-hand side 
of this chart reflecting those losses indicates the magnitude of this 
credit crunch, which is unprecedented. The upshot is likely to be 
the deepest recession in the post-war period. 

Now, history suggests that financial crises take time to fix, and 
history also suggests that policies that go directly to the cause of 
the crisis are most effective. As you debate a new fiscal stimulus 
package, therefore, keep in mind that tax cuts and stepped-up in- 
frastructure outlays, whatever their merits, do not get to the 
causes of this downturn. They mainly tackle its symptoms. 

In my view, two critical ingredients are still missing from the 
policy menu: first, cleaning up the lenders’ balance sheets; and, sec- 
ond, mitigating mortgage foreclosures. Lenders will start lending 
again when they feel secure about their balance sheets. Of course, 
we want to return to responsible — not reckless — lending. Likewise, 
mitigating foreclosures is necessary to stem the slide in home 
prices, slow credit losses, and reduce the pressure on household 
wealth. 

The Fed, the FDIC, and the Treasury are taking important first 
steps to attack the credit crunch. The next step must be an aggres- 
sive effort to fix balance sheets. In my view, a good bank/bad bank 
solution is the most effective one. The bad bank is an entity or fund 
set up to liquidate segregated bad assets. Investors will see in the 
good bank a new, cleaner balance sheet, which has two key bene- 
fits. Clarity on asset quality is needed to attract private capital. 
That is what we need to restore the health of our financial system. 
A clear split will also enable the managers of the good and bad 
banks to focus exclusively on their respective businesses. This is 
like the Resolution Trust Corporation, the RTC, of the early 1990’s. 

The Troubled Asset Relief Program embraced those goals, but 
buying troubled assets really does not work. Pay too much and put 
taxpayers at risk. Pay too little and lenders will not participate. 
That dilemma should not bar action, but such a plan may take 
time to implement, especially with fiscal stimulus plans demanding 
our immediate attention. In that context, a halfway house that 
could help clarify the nature of the policy commitment and of the 
assets themselves might be a step forward. It would involve financ- 
ing or warehousing the troubled assets separately from the finan- 
cial institutions in a special purpose vehicle, or SPV, and I have 
some details on that in my testimony. 

Foreclosures, in turn, are costly and disruptive. They threaten 
home prices and market functioning and, thus, weaken housing 
and the economy. The best options for relief are simple: act quickly 
and spread the pain broadly among borrowers, lenders, and tax- 
payers. I like Christopher Mayer’s proposals for a modern Home 
Owners Loan Corporation combined with lower interest rates and 
changes in the securitization law, and an industry fund to reim- 
burse services for expenses. Fed Chairman Bernanke urges real- 
istic principal writedowns with loss-sharing arrangements. The 
FDIC’s foreclosure mitigation process seems a reasonable standard 
in that regard. So those are two things that are missing. 
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What about getting the most bang for the buck? How should we 
do that? First, policies that directly address the cause of the finan- 
cial crisis are likely to be most effective in fixing it. Second, I favor 
providing insurance backstops and financing facilities because they 
restore market functioning and enable policymakers to leverage the 
taxpayer moneys they put at risk. Finally, for traditional tools such 
as tax cuts or increased spending, I favor policies that will offer the 
most direct stimulus. 

No single policy will fix the financial crisis. I have described 
some of the necessary ingredients. Note that balance sheet clean- 
up would vastly increase the potency of capital injections that we 
might get from the taxpayer as a potential stimulant. 

Regarding financing facilities and insurance backstops, note that 
some approaches are more potent than others. Dollar for dollar, I 
believe that treasury contributions to capital in a structure like the 
TALF — or the Term Asset-backed Lending Facility — that the Fed 
has proposed and which will begin operation in a month or so, are 
far more potent than asset purchases because every dollar from the 
taxpayer goes to support $10 of assets. The municipal bond and 
commercial mortgage-backed securities market could benefit from 
such a structure. 

Restoring insurance backstops that have long facilitated the 
functioning of financial markets could be especially helpful today. 
Like lenders, mortgage insurers have good and bad books of busi- 
ness. Cleaning up the bad book and recapitalizing the insurers to 
get back to providing mortgage insurance would be a potent tonic 
for mortgage securitization. Likewise, cleaning up the insurers of 
municipal bonds, many of them the same entities that ensure mort- 
gages, would pay big dividends for that market whose troubles 
have further impaired the ability of strapped State and local gov- 
ernments to obtain financing. 

Mr. Chairman, I believe that recently you suggested just such a 
proposal. 

Last, traditional fiscal policy tools will be far more potent in the 
midst of a financial crisis if steps are taken to address the crisis 
itself. And I favor those options which would offer the most direct 
fiscal stimulus. Some of them might involve taxes, some of them 
would involve infrastructure spending, and some might involve 
grants to State and local governments, particularly FMAP or Med- 
icaid relief. Some view those as less potent than others, but it 
seems to me that those are the decisions we have to make. 

Mr. Chairman, thank you very much for your time, and I wel- 
come your questions. 

[The prepared statement of Mr. Berner follows:] 
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The Debt Outlook and Its Implications for Policy 
Testimony of Richard Berner, Morgan Stanley 
Senate Budget Committee 
January 1 5, 2009 

Mr. Chairman, Ranking Member Gregg, and other members of the Committee, my name is Richard Berner. 
I am Co-Head of Global Economics at Morgan Stanley in New York. Thank you for inviting me to this 
hearing to discuss the debt outlook and its implications for policy. 

We are at a crossroads for America’s economic challenges, both immediate and long term. 

Our short-term challenge is to end the recession and promote recovery. All tools at our disposal will be 
needed. Among them: 

• The traditional tools of fiscal stimulus and monetary policy to cushion the blow. 

• More important, unconventional tools to clean up lenders’ and household balance sheets and to 
help restore the functioning of financial markets. 

Both of these are needed to end the credit crunch that is the root cause of this global downturn. 

Our long-term challenges are to promote a sustainable fiscal policy and to reform our entitlement and other 
programs that represent long-term claims on our future resources. 

There is clearly a tension between ihese short- and long-term challenges, and that conflict will play out in 
financial markets. Fiscal stimulus and other measures likely will require the Treasury to issue $4 trillion or 
more additional Federal debt. For now, investors are buying. The yields on nominal 10-year notes and 30- 
year bonds are at or close to record lows. Treasuries are safe, inflation is falling, private credit demand is 
weak, the Fed will keep short-term rates low and may buy longer-term Treasury debt until they are sure the 
economy is on firmer ground. Debt held by the public starts at a low level in relation to GDP — only 
40.3% of GDP at the end of FY2008. 

But this is changing quickly. The debt-GDP ratio will rise towards 60% by FY201 3. Barring action to fix 
our entitlement programs, that ratio will jump over 100% by FY2022. History shows that such a jump in 
debt may boost debt service at the expense of other needs and with not much to show for it. Indeed the 
Japanese experience shows the danger of assuming that fiscal stimulus alone can solve a financial crisis. 
Until the Japanese authorities took the aggressive steps required to fix their crisis, their economy was mired 
in a lost decade. At the same time, one measure of our creditworthiness already shows some deterioration 
— US sovereign credit default swap (CDS) spreads have widened to about 60 bps (0.6%) from 10 bp last 
summer. So the message is that you ignore global investors at your peril. 

Yet, I believe that using the right policies to end the crisis and addressing our long-term needs will be 
mutually supportive. Specifically, putting our economy back on track will give us the resources to provide 
for future needs. At the same time, crafting an exit strategy from short-term stimulus and a credible and 
specific roadmap for longer-term reform will yield near-term benefits. It will reassure investors that we're 
on the right track and free up private resources for long-term investment. 

We all agree that to promote recovery, we must ensure we get the most bang for every buck we spend. I’ll 
have some recommendations on how to do that. 

And we all agree that a responsible fiscal policy requires fixing our entitlement programs. It also requires 
much more. I’ll talk about key elements needed. 

Putting the economy back on track 

It’s critical to diagnose how we got into recession. Losses at “leveraged lenders" — banks, nonbanks and 
other investors — have eroded their capital and promoted the deepest credit crunch in our lifetimes. Think 
of the S&L crisis — a crisis of solvency — ten times over. My colleague Betsy Graseck, Morgan Stanley’s 
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large-cap bank analyst, estimates that “baseline” losses for the US financial system will eventually total 
$ 1 .5 trillion and could easily run to $ 1.9 trillion. This loss of capital to support good and bad loans has 
forced lenders to shrink their balance sheets. The credit crunch has spread to the broader US economy and 
beyond our borders. The upshot will likely be the deepest recession in the postwar period. 

History suggests that financial crises take time to fix, because they result in deep and prolonged declines in 
asset values, and thus deep recessions (see Carmen M Reinhart and Kenneth Rogoff, “The Aftermath of 
Financial Crises,” January 3, 2009). Fed Chairman Bernanke this week said, “History demonstrates 
conclusively that a modern economy cannot grow if its financial system is not operating effectively.” And 
as 1 read it, history also suggests that policies that go directly to the cause of the crisis are most effective. 

As you debate the size and composition of a fiscal stimulus package, therefore, keep in mind that tax cuts 
and stepped-up infrastructure outlays, whatever their merits, don't get to the causes of this downturn. They 
mainly tackle its symptoms and can only cushion the blow. 

In my view, two critical ingredients are stilt missing from the policy menu: Cleaning up lenders’ balance 
sheets and mitigating mortgage foreclosures. Lenders will start lending again when they feel secure about 
their balance sheets. Balance sheet repair is necessary to attract private capital and end the credit crunch. 

Of course, we want a return of responsible, not reckless lending. Likewise, rising foreclosures worsen the 
imbalance between housing supply and demand. Mitigating foreclosures is necessary to stem the slide in 
home prices, slow credit losses, and reduce the pressure on household wealth. 

The Fed, the FDIC and the Treasury have taken important first steps to attack the credit crunch but they are 
not enough. FDIC guarantees of lenders’ debt stopped the run on the financial system that emerged with 
the shock from Lehman’s bankruptcy. The Fed has also massively and “quantitatively,” eased monetary 
policy, has deployed an array of financing facilities, and will soon implement another with great promise, 
the Term Asset-Backed Securities Loan Facility (TALF). Those steps have restored functionality to money 
markets that are critical for financing business and finance, though some are still on life support. The Fed’s 
purchases of mortgages are lowering borrowing rates to historical lows, boosting housing affordability and 
enabling borrowers to refinance their mortgages. The next step must be an aggressive effort to fix balance 
sheets. 

Good Bank/Bad Bank to clean up balance sheets 

In my view, a “good bank/bad bank” solution is the most effective solution. The “bad bank” is an entity or 
Fund set up to liquidate segregated bad assets: implementation requires a way to value the assets, capital (or 
a mechanism to absorb and share the losses), and funding. Investors will see in the “good bank” a new, 
cleaner balance sheet, which has two key benefits. Most important, clarity on asset quality is needed to 
attract private capital. A clear split between the good and bad assets will also enable the managers of the 
good and bad banks to focus exclusively on their respective businesses. 

The TARP embraced those goals but foundered on how to value and purchase opaque assets. Pay too much 
and put taxpayers at risk; pay too little and tenders won’t participate. That dilemma should not bar action. 
But such a plan may take time to implement, especially with fiscal stimulus plans demanding your 
immediate attention. In that context, a halfway house that could help clarify the nature of the policy 
commitment and of the assets themselves might be a step forward. It would involve financing or 
warehousing the troubled assets in a special purpose vehicle (SPV). This would go part of the way towards 
cleaning up balance sheets for both surviving and failing lenders. 

Foreclosure Mitigation 

Foreclosures are costly and disruptive, threaten home prices and market functioning, and thus weaken 
housing and the economy. But there are obstacles to improvement: Not all foreclosures can or should be 
prevented. Offering help to the 3 million borrowers who are in serious trouble will create moral hazard by 
attracting the 52 million who aren't. It is hard to segregate responsible borrowers and lenders from those 
who weren't. Poor underwriting has resulted in redefault rates of 50% or more for modified loans. 
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The best options for relief are simple, act quickly, and spread the pain broadly among borrowers, lenders, 
and taxpayers. Christopher Mayer and his collaborators at Columbia University propose a modern 
Homeowners’ Loan Corporation that would share the cost of writedowns between lenders and taxpayers 
and give the latter a warrant on future home price appreciation; Mayer also proposes changes in 
securitization law and an industry fund to reimburse servicers for expenses. Fed Chairman Bernanke urges 
realistic principal writedowns with loss-sharing arrangements. The FDIC’s foreclosure mitigation process 
seems a reasonable standard: Write down principal to achieve 38% debt-to-income; use TARP funds to 
guarantee refinanced loans; and use the IndyMac protocol to streamline the process. 

This mix does not address all the obstacles, and will not assure success. But the alternatives are worse. 

The economic cost of further declines in home values would likely exceed the cost of mitigation. More 
ominously, letting foreclosures fester may erode the sanctity of the mortgage contract for an increasing 
number of borrowers, who wilt decide that making payments is optionai. If many borrowers walk away 
from their houses and their obligations, losses to lenders will rise dramatically and the availability of credit 
will dry up. 

Getting the Most Bang for the Buck 

How should we think about getting the most bang for the buck from stimulus? First, policies that directly 
address the cause of the financial crisis are likely to be most effective in fixing it. Second, I favor 
providing insurance backstops and financing facilities, because they restore market functioning and enable 
policymakers to “leverage” the taxpayer monies they put at risk. Finally, for traditional tools such as tax 
cuts or increased spending, I favor policies that will offer the most direct stimulus. 

No single policy will fix the crisis; I’ve described the necessary combination. R’s worth emphasizing that 
balance sheet cleanup would vastly increase the potency of capital injections as a stimulant. 

Regarding financing facilities and insurance backstops, note that some approaches are more potent than 
others. I favor the Fed’s TALF structure; dollar for dollar, l believe that Treasury contributions to capital 
in such a structure are far more potent than asset purchases because every dollar from the taxpayer goes to 
support $10 of assets. In addition to the asset-backed securities (ABS) market, two other markets might be 
helped by such facilities — those for municipal bonds and commercial mortgage-backed securities. 

Restoring two insurance backstops that have long facilitated the functioning of financial markets would be 
especially helpful today. Like lenders, mortgage insurers have good and bad books of business. Cleaning 
up the bad book and recapitalizing the insurers to get back to providing mortgage insurance would be a 
potent tonic for mortgage securitization. Likewise, cleaning up the insurers of municipal bonds — many of 
them the same entities that insure mortgages — would pay big dividends for that market, whose troubles 
have further impaired the ability of strapped state and local governments to obtain financing. 

Last, traditional fiscal policy tools will be far more potent in the midst of a financial crisis if steps are taken 
to address the crisis itself. I favor two options: A payroll lax holiday or a sizeable cut in payroll taxes, and 
grants to state and local governments. For example, a six-month suspension of the payroll tax would inject 
$425 billion into the economy. It would provide a boost to discretionary spending for lower-income 
workers who have the highest propensity to spend. In addition, cutting payroll taxes would reduce the cost 
of labor for employers, which, in turn, should help to stem the pace of job loss and shore up profitability. 
Some view such cuts as a raid on Social Security, and others argue that their potency is small because half 
the cuts would accrue to businesses. On both counts, I disagree. Grants to state and local governments 
would forestall cuts in needed services, especially if they were aimed at boosting temporarily the share of 
Medicaid borne by the Federal government. There are obstacles: Such grants run the risk of rewarding less 
responsible governments at the expense of the prudent. And it is hard to assure that the monies freed up in 
state/local budgets would be spent effectively. 

Principles for fiscal responsibility 

Beyond embracing steps to reform health care and other long-term programs, I endorse fully several steps 
that will help us get back on the road to fiscal responsibility. By embracing them now, the inevitable 
sacrifices and tradeoffs among policies can be spread more broadly. 
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First, tell voters that we have a serious fiscal problem, and a limited time in which to fix it. Mr. Chairman, 
your recommendation with Senator Gregg for a bipartisan fiscal task force could be the platform for that 
process. Second, elevate the issue and make it tangible. Making sure we have resources for our children is 
concrete. Third, commit to realistic goals and a rough outline of the gameplan needed. Good 
policymaking involves setting priorities, evaluating options and making choices. Fourth, begin to reform 
the broken budget process. Work with the new Administration to break down compartmentalized 
decisionmaking that holds no one accountable. Fifth, be honest about the numbers. Sixth, reinstate the 
discipline of PAYGO. Seventh, be willing to put all options on the table. Finally, don’t spend revenue 
windfalls or savings from budgeted programs. 

Mr. Chairman and members of the Committee, we proved in the 1990s that these principles can turn the 
budget around. We can do it again. Otherwise, as in the 1980s and early 1990s, financial markets may 
again impose discipline on the political process and force you to make much harder choices than the ones 
you face today. 


Chairman Conrad. Thank you, Dr. Berner. Thank you for your 
thoughtful testimony. 

Dr. Allen Sinai is the Chief Global Economist and President of 
Decision Economics, someone who has appeared before this Com- 
mittee in the past, and we always appreciate his insights. Wel- 
come, Dr. Sinai. 
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STATEMENT OF ALLEN SINAI, PH.D. PRESIDENT AND CHIEF 

GLOBAL ECONOMIST/STRATEGIST, DECISION ECONOMICS, 

INC. 

Mr. Sinai. Thank you very much, Mr. Chairman. There is a long 
testimony which will be in the record. I am going to depart from 
that and focus on the questions you posed at the beginning. I may 
weave some of the material of the testimony into that. 

You asked three questions. Let me preface, before I answer or at- 
tempt to answer those — the creditworthiness of the U.S. Govern- 
ment, the future of that; tipping point; deflating of the debt bub- 
ble — with just a few words about the current state of the U.S. and 
global economies. We have had, I think, a long previous global eco- 
nomic and financial boom that was characterized by commodity, 
real estate, financial asset price bubbles, booms and bubbles, im- 
balances, long-time imbalances and excesses, in the U.S. particu- 
larly on the consumer side and the financial side. And that is now 
all unwinding. These things do not go on forever. 

You mentioned tipping point. We have a series of tipping points 
that we have exceeded now, and we see it in the abrupt, sudden, 
sharp, stunning declines in economic activity, not just in the U.S. 
but in the euro zone and Japan, and, with respect to global output, 
over 90 percent of global output. And this is a boom, bust, bubble- 
bursting episode that transcends anything that has gone on post- 
1930’s. It is a unique business cycle situation, and that is why it 
scares so many of us. We have not seen it before to this extent. And 
I think that is why we have seen the Federal Reserve and the Fed- 
eral Government take unprecedented steps and put the U.S. Treas- 
ury at risk in the way that it has by attempting to support the fi- 
nancial system and credit — that is, the Federal Reserve and to 
some extent the Treasury — and the other measures that treasury 
has taken with regard to this. As a result, our budget is extremely 
exposed, and we still need more help. 

The outlook for 2009 is — ex an Economic Recovery Program be- 
cause we do not exactly what that is going to be yet — real GDP 
down about 2, 2.1 percent on an annual basis. That is close to the 
decline, projected by CBO. We are in the heart of decline now. The 
economic news is the ugliest it will be, particularly the jobs count. 
And outside the United States, for the 47-country global aggregate 
that we monitor and forecast, we are projecting global growth to be 
down half a percent. On our records, which go back to 1980, we 
have never seen that. So the global dimension of this is notable. 
That feeds back, hurts U.S. exports, and prolongs this downturn. 
It is likely to be the longest, almost already is — at best, 20 months; 
at worst 27 or 28 months. And with Dick Berner I would agree; it 
is going to end up as the deepest peak to trough since the 1930’s. 

Now, the creditworthiness of the U.S. Government in this situa- 
tion — Is it at risk? you asked. Yes, unequivocally yes. We do not 
see that now because the rest of the world is going through quite 
a bit of turmoil, and the U.S. is the gold standard. It is a safe 
haven. The dollar is a safe haven. And all investors are fleeing to 
quality. Financial institutions are essentially holding the treasury 
securities that they obtained for purposes of survival and capital 
requirements. There is a huge demand for treasuries, and we have 
yet to see the onslaught of the huge volume of treasury financing 
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that is going to come, on deficit projections that we have for this 
year, without stimulus, $1.4 trillion in fiscal year 2009 and $1.1 
trillion or $1.2 trillion next year. I think that exceeds the CBO esti- 
mates. There is a big cyclical element in that, but all the other, the 
Government support, TARP, all of that is in those numbers. 

If you add on to that an $800 billion — $400 billion a year — Eco- 
nomic Recovery Plan, we would say the deficit this next fiscal year 
would be closer to $1.8 trillion and $1.4 trillion next year. And be- 
yond that, not much different as things now stand from $1 trillion 
plus a year all the way out to 2018. 

By the way, in Table 11, on page 39 of this very long testimony, 
we did produce for you our deficit projections without an Economic 
Recovery Plan prospect, and the gross Federal debt that is the con- 
cept as you defined it, Mr. Chairman, gross debt held by the public 
as a percent of GDP. Without an Economic Recovery Program, we 
would be 7 or 8 years from now at about 90 percent. If we add on 
an Economic Recovery Plan of about $800 billion and the implica- 
tions of that further on for infrastructure under current law, we 
would project over a 100 percent gross debt-to-GDP return by 2016. 
That gets us into World War II gross debt-to-GDP figures. 

There is no way to think that the creditworthiness of the U.S. 
Government is not at risk and at stake on projections, in the best 
of circumstances, that give us these kinds of Federal Government 
debt ratios. There is just no way to think that the creditworthiness 
of our country is not at stake. When we see a central bank using 
its balance sheet, the way the Federal Reserve has, there probably 
is no other choice and I am supportive of what is going on — the bal- 
ance sheet of the Federal Reserve is highly exposed, and it is part 
of the Government. And so, yes, emphatically yes. It does not solve 
the problem, but the answer to your first question is yes. 

As for a tipping point, this is very difficult. Some years ago, as 
a junior author with Robert Rubin and Peter Orszag, we wrote a 
paper about financial and economic disarray in terms of the expo- 
sure of the U.S. on the deficits, international and Federal Govern- 
ment, and the private sector debt accumulation, particularly in the 
consumer sector, at that time fledgling exposure in the housing sec- 
tor, and talked about in that paper how it could be devastating. 
But we could not say when. 

Well, we have arrived at that point now, 4 years after we wrote 
that paper in 2004. I kidded Mr. Rubin at that point. I said, “Don’t 
make that a near-term forecast because systems have a way of 
avoiding this for a long time. But eventually it will happen.” 

I think what we see now worldwide is, in part, that financial and 
economic disarray, particularly focused around the consumer whose 
excesses in real estate, fed by the financial system, got us to a situ- 
ation where now the American consumer is facing a seismic shift 
in the conditions around consumption, which sets the growth path 
for the United States on an anemic plane for years now. I think 
Americans understand that. There is not money now to spend and 
borrow, accumulate debt, the way we have done for so many years, 
and even decades. It just is not there. Consumption that is 70 per- 
cent of the economy. 

So a tipping point with regard to the debt and deficit ratios and 
the forward look at these kinds of fiscal exposures is tough to call. 
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But I think when we get through this downcycle and do all that 
we are going to do worldwide to get us out of it — lots of actions out- 
side the United States, not just in the United States — then the 
U.S. will be extremely exposed, relatively speaking, to the financial 
markets, and particularly our treasury market will be exposed, the 
dollar would be exposed. And that is where you would see it first, 
in the financial markets, our currency not favored, no longer a safe 
haven, as it is now; no longer a flight to treasuries, a flood of treas- 
uries instead, with the only buyers for those treasuries, relatively 
speaking, us. And probably one of the biggest buyers will have to 
be the Federal Reserve, whose proportion of treasuries in its port- 
folio now is very low. So they can buy treasuries and buy treasuries 
and buy treasuries. And I think they are going to do that as part 
of their American-style quantitative easing. 

But down the road, if it turns out that the Federal Reserve is the 
only buyer of a flood and huge volume of treasury financing coming 
from the United States, long-term treasury yields will skyrocket 
and the dollar will plummet. That will reverberate, take down our 
stock market, and of that kind of financial distress will reverberate 
back to our economy and diminish the standard of living of Ameri- 
cans as far as the eye can see. 

I do not know when because we do not know when all of this cur- 
rent trouble is going to resolve. We do have time. And in the poli- 
cies that are set in discussion of an economic recovery program, it 
will be very important to look down the road and not just pay lip 
service in terms of getting the deficits and debt under control far 
out, but to actually think about that in the deliberations mecha- 
nisms by which you can set those deficits and debt-to-GDP ratios 
in a different direction. Today, I do not have the answers on how 
to do that. 

PAYGO, which was one answer before, is an option. It is a little 
hard to apply PAYGO near term if we think the economy may go 
down 2 percent in 2009. You do not want to apply PAYGO at a 
time when the economy is spiraling down. But long run, something 
like revisiting and reinstalling PAYGO is one possible option. Oth- 
ers have to do with bigger issues. Health care and the costs of 
health care, a major drawdown of our financial resources, resolv- 
ing, as Dick talked about, the financial system problems, which is 
draining our treasury. What we do about energy — these are huge 
issues. They are hugely levered for the U.S. economy and the budg- 
et of the United States and not easy to tackle. 

Finally, deflation and a debt bubble, your third, the answer to 
your question on tipping point. It will happen if we do not do any- 
thing and build into the plans that we are now dealing with for 
bringing our economy back and our financial system back. If we do 
not now build in mechanisms to shift that out-year prospect in ad- 
vance, we will regret it immensely, and the tipping point will come. 

We have a debt bubble deflating now. The issue is: Are we going 
to get a deflationary spiral and a debt deflation 1930’s-like process? 
Our odds on that are about 15 or 20 percent; that is to say, we are 
now going to go through, we think, 3 to 6 months of deflation. It 
is not what we mean by the deflation that involves the deflationary 
spiral and a debt deflation process. But one of the early signs is 
that there is a near zero interest rate with inflation expectations 
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declining, raising real rates, already showing up. Debt deflation, a 
deflationary spiral, further deflation of a debt bubble that has 
burst and is coming down, signs of consumers taking down debt fi- 
nally, would put us into a 1930’s — I would not say we will have an- 
other Great Depression, but it would be the modern-day counter- 
part to that. 

That is a risk we are monitoring. We are quite nervous about it. 
Best odds are that the stimulus of the Federal Reserve and other 
central banks around the world and the fiscal stimulus, economic 
recovery program stimulus of the United States and from around 
the world, will keep us out of a deflationary spiral, but I could not 
say that with the degree of certainty that I would want to. In such 
a situation, which is probably the thrust of your question, the bur- 
den of the debt of the United States would be even more onerous 
if the dollar went through a major decline on our financial fragility 
at the Government level. That, too, would be punishing with regard 
to the debt. 

The bright spot is at the same time that the Federal Government 
debt is rising and deficits are rising, the U.S. private sector will 
save more, particularly households, and you will get some offset. 
The personal savings rate will very likely go up to 5, 6, maybe even 
8 percent as we return to a more normal situation with the con- 
sumer. The mirror image of it is very anemic consumer spending 
and a very weak economy. 

Thank you very much. 

[The prepared statement of Mr. Sinai follows:] 
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Economic and Financial Crises, Policy Responses, 

Deficits and Debt, and Possible Actions 
by Allen Sinai* 

After a long U.S. and global economic and financial boom characterized by commodity, real 
estate and financial asset price bubbles, imbalances and excesses, the U.S. economy has fallen 
into a pronounced recession — probably to be the longest and perhaps deepest since the 1930s. 
The global economy is in a substantial recession as well; also deep and probably long, likely the 
worst in modem times. Along with the U.S. and global recessions, now arguably an economic 
crisis in breadth, abruptness, and the potential for even worse; there is a financial crisis. 

In the U.S., there has been a collapse in credit and in financial intermediation within and 
outside the financial system, an associated failure fallout of financial institutions and companies, 
and apparently with no other choices more involvement in the private sector by the federal 
government and Federal Reserve than any time in modem history. 

As a result, the federal budget deficit and public debt, however measured, are soaring, in 
absolute levels and relative to nominal GDP, which is shrinking. The increases in deficits and 
debt, some cyclical, some structural, raise numerous questions about the ability of the United 
States to afford ail the initiatives, including economic, queued up for action in the aftermath of 
years of neglect and whether there is a point at which the creditworthiness of the United States 
Government could lead to further financial and economic disarray and an even more diminished 
standard-of- living prospect for the country. The striking rises in federal budget deficits and 
government debt most certainly cannot be benign, nor ignored and, at some point, along with 
measures taken to revive the U.S. economy and stabilize the financial system, must be 
confronted in terms of actions designed to arrest and reverse the now most likely path of 
financial fragility for the U.S. Government. 

Events and conditions, the data U.S. and worldwide, sudden and sharp declines in real 
economic activity, and substantial interventions by government and central banks suggest more 
than just the effects of a housing boom, bubble, subprime mortgage bust, and ordinary recession. 
The sweeping nature of the U.S. and global economic downturns, financial disarray, contractions 
and writedowns in the balance sheets of financial institutions, severe bear equity markets, 
instability of financial markets generally, massive losses of wealth, and now near-zero or very 
low short-term interest rates set by many central banks speak to the presence of broader and 
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deeper negative cyclical processes than heretofore seen; perhaps to be compared with the 1930s 
for the U.S. and Japan in the 1990s. 

What are the policy responses, macroeconomic specifically, in such a time of crises? What 
could be the macroeconomic effects on the U.S. economy of some policy alternatives — monetary 
and fiscal? What might be the macroeconomic and budgetary effects of any New Economic 
Recovery Program that might be proposed and legislated? What about the deficits and debt at 
the federal government level resulting from the crises and the policy actions to deal with them? 
What actions could be considered to mitigate the deficits and debt that will arise from 
government spending and tax cut stimulus? 

In this testimony is presented the current state-of-play of the U.S. and global economies, with 
a gloomy assessment of the current situation, short- and longer-term, and considerable risks of 
something worse especially if no major new policy actions are taken. The testimony presents the 
potential effects for some macroeconomic policies through simulations with a large-scale 
macroeconometric model of the U.S. economy — the Sinai-Boston (SB) Model. It discusses the 
role of monetary policy, necessarily and typically in U.S. business cycles defining for dealing 
with downturns, but argues that this is not so currently. In a situation of inadequate aggregate 
demand and relatively impotent monetary policy, “Keynesian-like” fiscal stimulus, and not just 
increases in federal government spending, would seem to be indicated; however, causing 
increased federal budget deficits, large rises in U.S. Government debt, and heavy involvement of 
the federal government in the private sector as probable side effects. 

The fiscal alternatives examined include a possible Obama Administration Economic 
Recovery Program, near $750 billion of aggregate demand stimulus from large increases of 
federal government outlays and sizeable tax reductions. The deficits and debt implications on 
such a program also are presented. 

Some summary perspectives — 

1) the monetary policy of low interest rates and now “American-style quantitative easing” 
should be continued and enhanced, with the Federal Reserve in the financial and economic crises 
acting as lender-of-last-resort to the private sector , not just performing its more traditional role 
of supporting the economy as a lender-of-last-resort to banks and the credit channel. That 
channel is severed, with numerous financial intermediaries ranging from banks to investment 
banking/brokerage firms to insurance companies and the financial arms of nonfinanciai 
corporations who have been performing the traditional functions of bank lending and investing 
no longer able or willing to do so. Moral hazard and potentially higher inflation longer-run do 



108 


- 3 - 

present possible problems on such Fed actions, but the downside prospect on the economy and 
jobs and financial instability considerably outweigh these, at this time. 

2) a fiscal stimulus consisting of large increases in federal government outlays and 
reductions in taxes is needed to lift an extremely depressed and weak U.S. economy, but it must 
be noted that the side effects of such actions might later produce significant negative feedback 
effects. A big stimulus is not necessarily the best. The bigger the stimulus the less are the 
additional net gains, with larger stimulus programs raising inflation, long-term interest rates, and 
the dollar to diminish the effects. There are diminishing returns to larger program sizing. 

3) between increased government outlays and tax reductions, a 50-50 mixture of the two is 
about optimal. Federal government purchases have a strong and sharp impact on the economy 
initially, with the purchases impact multiplier for the first year estimated in a range of 1.4 to 1.8, 
and can significantly increase employment in the government sector. But this stimulus is not 
lasting as feedback effects on interest rates, inflation, the dollar and stock adjustments operate to 
return the level of the economy to its original path within six or seven years. Tax reductions for 
individuals, permanent not temporary nor targeted tax credits, take longer to have an impact but 
produce a longer-lasting path of real GDP that exceeds what otherwise would have occurred and 
more broadly-based jobs increases. The savings out of the tax reductions are used to replenish 
and reliquefy household balance sheets, initially slowing down the pace of spending but speeding 
the financial adjustments of households to a more normal state which then supports higher 
spending for a longer period of time. 

4) a by-product for the longer-run from the current crises and the coming policies to combat 
it is record-high federal budget deficit/GDP and debt-to-GDP ratios , unprecedented in 
peacetime, and potentially a significant negative for the dollar, interest rates, the U.S. stock 
market, inflation, the economy and the U.S. standard-of-living. How much deficits, how high 
debt-to-GDP, and when the point of financial disarray and negative economic effects might 
occur is not knowable — but, for sure, someday it will. 

There is no easy way out of the current situation of financial and economic disarray nor any 
quick policy fix from any source that does not have significant potential negative side effects, 
challenges, and questions having to do with the aftermath. 

State-of-PIay — Worst Downturn Since the 1930s? 

The U.S. economy is in at least a “Long-and-Deep” recession, centered now around a secular 
and intensely cyclical downturn in the growth of aggregate consumption and a significant upturn 
in personal saving. 
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This is a big deal since aggregate consumption has been as high as 71-1/2% of real GDP, is 
now down to 70%, and likely to keep declining toward the more normal but still quite large 67% 
ratio in-place for many past years. Residential construction, which led the U.S. downturn, now is 
only 3% of real GDP; it was about 5-1/2% three years ago. Years of aggressively strong 
consumer spending, borrowing on easy credit, and debt accumulation secured by rising values of 
real estate and equities seem to have come to an end and abruptly so. 

All the major fundamentals surrounding the consumer are negative — 

1) jobs and disposable income — huge jobs losses, 1.531 million in nonfarm payrolls over 
October-to~December 2008, a rapidly rising unemployment rate, and real disposable income up 
only 1.6% over the past year to November; 

2) deteriorated household balance sheets — real household wealth down an estimated $10 
trillion over the past year and likely to decline another $5 trillion to $8 trillion this year; 

3) consumer confidence — currently at deep recession levels regardless of the measure; 

4) housing equity financing — no longer available to tap nor any more the aggressive lending 
practices that helped propel home prices and household wealth to levels generating large 
amounts of cashout financing, capital gains realizations, and the increased wealth that raised 
consumption and drove the personal savings rate negative; 

5) a credit crunch — especially for weak credits but also strong ones, liquidity and credit 
restraint on spending as financial institutions and nonbank financial intermediaries cut back on 
loans and investments to preserve capital and investors withhold funds from the capital markets; 

6) deteriorated household sector balance sheets — the worst household sector financial 
conditions since the early 1980s as measured by the DE Household Financial Conditions Index 
(Chart 1) and likely to worsen further. 

No help is in sight any time soon for the consumer. Large declines in crude oil, gasoline 
prices and commodities prices from boom and bubble peaks are helping to increase real 
purchasing stimulus and do provide a bright spot. But the potential $200 to $300 billion of 
additional consumer spending that might be estimated from the $100+ decline of crude oil prices 
in recent months will be more-than-offset by the negative effects of the $10 trillion decline in 
household net worth (about $600 billion of lost consumption over the next year at a DE- 
eslimated propensity-to-consume of $0.06 on a dollar of lost wealth) and the weakening of 
consumption associated with only a l%-to-2% rise in real disposable income. 

Consumers cannot get any more funding, anywhere, from any outside sources as was 
possible for much of the last decade. There is no other choice but to save more out of income. 
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Chart 1 

The DE Household Financial Conditions Index.* 



Year 

Source: Decision Economics, Inc. (DE). 

’High values indicate more negative household financial conditions; low values more positive financial conditions. 

This is a Seismic Shift, a change in secular trend that suggests much less growth in real 
consumption for some time than the average 3-1/2% growth per annum over the past 45 years. 
In the current cyclical downturn, outright declines in consumption are occurring, the likes of 
which have not been seen post-W.W.II. At about two-thirds of real GDP or more, the path of 
consumption conditions the path of real GDP. 

The depressed consumer spending has a number of negative implications. 

First, it means continued weak demand for big-ticket items such as houses and autos, and 
other categories of discretionary spending, also consumer caution which will show up as bargain- 
hunting, and radiates out broadly to depress business sales and profits and the exports of non- 
U.S. countries. 

Second, weakened actual and expected growth in business sales and profits are bringing 
cutbacks in production, inventories, employment, capital expenditures and entrepreneurial 
activity, as well as imports. 

As businesses hurry to reduce costs, jobs losses have been accelerating — almost 2.6 million 
net lost jobs, on the nonfarm payroll basis, over 2008 and substantial increases in part-time 
employees and in discouraged workers. The unemployment rate jumped in 2008, rising from 5% 
in December 2007 to 7.2% this past December. Industrial production has declined sharply, 
especially in recent months, and is estimated to be down 6.7% over a year ago. The various 
regional and national Purchasing Managers’ Survey Indexes of economic activity have reached 
new low levels. A downturn in business capita! spending has begun, following, as is typical, the 
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recession in housing and weakness in consumption. The capital spending downcycle usually 
lasts a year-or-so. 

Third, U.S. imports are rising more slowly and some have been declining since most relate to 
consumption and business outlays. But those imports are other countries’ exports so declines in 
the exports of major export-driven economies such as China, Mexico, South Korea, Hong Kong, 
Japan, Canada, parts of the Eurozone, Russia, and the other oil-producing countries of the world 
are weakening those economies that have tight and extensive trade ties with each other, such as 
in Asia. 

Although almost all countries except China are less exposed on exports to the United States 
as a percent of the total than previously, the huge declines in U.S. consumption and now in 
capital spending have levered down exports and trade around-the-world, contributing 
significantly to the global recession. 1 In turn, with lags, U.S. exports are reacting. Nominal 
exports are down for three consecutive months and real export growth is slowing. 

Finally, the beleaguered consumer and deteriorated household sector finances suggest 
worsening consumer credit and additional problems for lenders, banks and the financial arms of 
companies that sell consumer products, e.g., GMAC and GE Credit, on potential credit losses. 

Still ongoing is the downturn in housing. Excess supplies relative to demands continue to 
depress new and existing home sales, housing starts, homebuiiding and residential real estate. 
Housing prices likely will keep falling as a result, taking down household wealth, consumer 
spending, and the asset values and balance sheets of those financial institutions that hold 
mortgage-related investments and debt. 

Table 1 shows the main features of the U.S. economic forecast, a Baseline, assuming no 
major new changes in macroeconomic policies other than what is already embodied in law and 
in the current policy of the Federal Reserve. This will change since it is clear that the Obama 
Administration and Congress will propose and pass some sort of Economic Recovery Program. 
And, so will the Baseline, not really a forecast until the Obama Administration and 
Congressional fiscal stimulus take shape. 

Without any significantly stimulative new macroeconomic policies, the U.S. economy is 
expected to suffer at least a “Long and Deep” recession lasting anywhere from 20 months to 27 
or 28 months and the deepest decline in real GDP since 1947, on an annual basis, -2.1%. Even 
with a stimulus program, a result close to the Baseline, or worse, could occur. 


1 See data on country export exposures over selected time periods in Sinai (2007, pp. 300-303) or in the DE 
Economic Studies Series #63, pp. 18-19. 
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Table 1 

Decision Economics, Inc. (DE) Baseline — “Long and Deep” Downturn* 
(Qtrly. and Annual Averages Unless Otherwise Indicated) 



2O08:4F 

Quarterly 

(As of January 2009) 

2009; 5F 2009:21' 2I)Q9:3F 

2009:4F 

2O07A 

Annual 

2008F 

2009F 

2010F 

Economy 

Real GDP {% Chg.) 

-4.9 

-4.7 

-2.1 

1.5 

1.9 

2.0 

1.2 

-2.1 

1.9 

Consumption (% Chg.) 

-2.7 

-2.6 

-1.2 

1.4 

1.9 

2.8 

0.3 

-1.5 

2.1 

Business Fixed Investment (% Chg.) 

-13.3 

-13.7 

-8.0 

-1.5 

0.8 

4.9 

2.1 

-8.2 

3.0 

Res. Construct. ($’00 BLls.) 

332.9 

304.9 

296.7 

293.5 

295.7 

453.8 

359.8 

297.7 

317.0 

Net Exports ($'00 Bils.) 

-350.5 

-360.7 

-362.7 

-355.5 

-360.5 

-546.5 

-386.7 

-359.9 

-350.5 

Govt. 

Federal (% Chg.) 

0.2 

2-7 

2.4 

2,9 

3.0 

1.8 

5.5 

3.8 

2.4 

State and Local (% Chg.) 

0.4 

0.8 

1.1 

1.5 

1.1 

2.3 

1.3 

1.0 

1.3 

Personal Savings Rate (%) 

2.8 

4.1 

5.0 

5.7 

6.4 

0.6 

1.7 

5.3 

5.8 

Inflation and Unemployment 

Consumplion Price Deflator (% Chg.) 

-5.7 

-2.2 

1.8 

2.0 

2.1 

2.6 

3.3 

-0.1 

2.1 

Consumption Deflator Ex-Food & Energy (% Chg.) 

0.6 

1.8 

1.5 

1.8 

2.1 

2.2 

2.2 

1.6 

2.1 

Unemployment Rate (%) 

6.7 

7.3 

7.7 

8.1 

8.6 

4.8 

5.8 

7.8 

8.2 

Jobs 

Nonfarm Payroll (Mils.) ( 1 ) 

-1.53! 

-1.227 

-0.975 

-0.810 

0.323 

1.096 

-2.589 

-2.647 

1.061 

Civilian (Mils.) (1) 

-1.751 

-1.310 

-1.105 

-0.950 

0.511 

0.262 

-2.956 

-2.529 

0.929 

Fed. Bdgt. Def./Surpius (Unified, 

Fiscal Yrs., S Bils.) 


-- 

— 



-179.3 

-463.1 

-1408.2 

-1 167.0 

Fed. Bdgt. Def./GDP (%) 






-1.3 

-3.2 

-9.8 

-7.8 

Debt-to-GDP (%) 

74.3 

77.7 

80.2 

82.3 

84.1 

65.0 

67.7 

81.0 

87.1 

Interest Rates (%) 

Federal Funds 

0.37 

0.34 

0.22 

0.36 

0.45 

4.93 

1.75 

0.30 

1.27 

3 Mo. T-Bill 

0.27 

0.07 

0.21 

0.31 

0.40 

4.46 

1.36 

0.25 

1.33 

10-Yr. U.S. Treas. 

3.22 

2.19 

2.28 

2.35 

2.52 

4.63 

3.82 

2.34 

3.46 

Corp. AAA-Equiv. 

3.69 

2.62 

2.79 

2.95 

3.09 

5.86 

4.26 

2.88 

4.15 

“Source: Decision Economics, Inc. (DE), These projections as. 

sumenonew 

major policy 

' changes. The Baseline hs 

is current policies — monetary and fiscal, the latter as reflected in 

current law. The monetary assumption is “quantitative easing" during 2009 and small, gradual increases in tie federal funds rate 

■ throughout 2010. 





F-Forecast 


A-ActuaJ 

(1) Qtr.-end to Qtr.-end for Quarters and Deceraber-ovcr-Deeember for Years. 
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Table 2 

Global Economic View 
Real Economic Growth (1) 
(Percent Change) 



2007 

2008** 

2009** 

2010** 


2007 

2008** 

2009** 

2010** 

United States * 

2.8 

2.0 

1.2 

-1.9 

Europe 










Spain * 

3.7 

1.0 

-2.3 

1.0 

Canada * 

2.7 

0.6 

-0.8 

2.1 

Portugal * 

1.8 

0.6 

-0.3 

1.7 






Netherlands * 

3.5 

1.0 

-1.3 

1.3 

United Kingdom * 

3.0 

0.6 

-2.5 

1.0 

Belgium * 

2.6 

1.2 

-1.0 

1.4 






Austria * 

3.0 

1.4 

0.1 

1.4 

Europe 

2.6 

0.7 

-1.8 

1.3 

Greece * 

4.0 

3.0 

1.5 

1.7 

France * 

2.1 

0.7 

-1.7 

1.4 

Ireland * 

6.0 

-1.8 

-1.3 

2.0 

Germany * 

2.6 

1.0 

-2.5 

1.3 






Italy * 

1,4 

-0.7 

-2.0 

1.1 

Scandinavia 

3.0 

1.2 

0.1 

1.5 

Switzerland * 

3.3 

1.8 

-0.6 

1.3 

Denmark * 

2.0 

-0.7 

-1.2 

1.5 






Sweden * 

2.7 

0.4 

-1.1 

1.4 

Asia-Pacific 

2.7 

0.3 

-X.9 

1.3 

Norway * 

3.2 

2.4 

0.9 

1.5 

Japan * 

2.4 

0.0 

-2.3 

1.1 

Finland * 

4.4 

3.0 

2.5 

1.5 

Australia * 

4.2 

1.6 

-0.2 

2.0 






New Zealand * 

3.0 

0.2 

-0.4 

1.8 

Eastern Europe 

5.2 

3.8 

1.6 

3.3 






Poland * 

6.7 

4.9 

2.7 

3.6 

Newly Industrialized 





Hungary * 

1.3 

1.7 

-1.8 

1.3 

Countries 

5.6 

3.1 

-0.8 

2.8 

Czech Republic * 

6.6 

4,1 

1.8 

3.2 

Korea * 

5.0 

4.1 

-0.9 

3.1 

Turkey * 

4.6 

3.5 

1.5 

3.5 

Taiwan 

5.7 

1.3 

-1.5 

2.1 






Hong Kong 

6.3 

2.5 

1.4 

1.9 

Russia 

8.1 

7.1 

3.9 

5.2 

Singapore 

7.7 

2.2 

-1.2 

3.6 











Emerging Asia 

10.1 

8.2 

6.4 

6.4 

Latin America 

5.2 

4.3 

1.8 

3.2 

China 

11.8 

9.0 

7.6 

7.0 

Argentina 

8.7 

6.2 

2.8 

3.7 

India 

9.0 

8.5 

6.3 

6.8 

Brazil 

5.4 

5.3 

2.9 

4.3 

Indonesia 

6.3 

5.9 

3.5 

4.0 

Mexico * 

3.3 

2.0 

-0.5 

1.5 

Malaysia 

6.3 

5.5 

1.7 

3.9 

Venezuela 

8.4 

5.7 

3.2 

3.5 

Philippines 

7.2 

4.8 

2.9 

3.7 

Chife 

5.2 

3.6 

2.3 

3.1 

Thailand 

4.9 

4.5 

2.7 

3.7 

World 

3.8 

2.2 

-0.4 

2.S 

Middle East 

5.5 

4.9 

4.3 

4.7 






Israel 

5.4 

3.4 

3.7 

4.0 

OECD 

2.6 

1.0 

-1.6 

1.9 

n gyp* 

5.5 

5.3 

4.4 

4.9 






Jordan 

6.0 

5.9 

4.9 

5.2 

EU 

2.8 

0.8 

-1.7 

1.3 






Eurozone 

2.6 

0.7 

-1.8 

1.2 

South Africa 

5.1 

4.8 

1.9 

3.0 

Asia-NICs, Emerging 

9.0 

7.0 

4.7 

5.5 







(1) Rea! GDP 
♦OECD countries 
♦’"Forecast 
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Table 3 

Postwar Recessions: How Long and How Deep? 



Peak 

Trough 

Length 

(Mos.) 

Peak-to-Trough 

Pet. Chg. in Real GDP 

1 . 

Nov. 1948 

Oct 1949 

11 

-1.69 

2. 

JuJ. 1953 

May 1954 

10 

-2.65 

3. 

Aug. 1957 

Apr. 1958 

8 

-3.18 

4. 

Apr. 1960 

Feb. 196! 

10 

-0.54 

5. 

Dec. 1969 

Nov. 1970 

11 

-0.17 

6. 

Nov. 1973 

Mar. 1975 

16 

-3.10 

7. 

Jan. 1980 

Jul. 1980 

6 

-2.18 

8. 

Jul. 1981 

Nov. 1982 

16 

-2.63 

9. 

Jul. 1990 

Mar. 1991 

8 

-1.26 

10. 

Mar. 2001 

Nov. 2001 

8 

0.35* 

il. 

Dec. 2007 

? 

20-to-27F 

-3.10F 


Avg. Length/Depth ( 1 ) 

10.4 

-1.71 


Median Length/Depth (1) 

10.0 

-1.94 


*Two of three quarters negative, not consecutively so. 

F-Forecast 

(I) Not including estimated or forecasted current episode. 

The current downturn is shaping up to be the longest since W.W.II for many reasons. 

First, it is already in its 14* month, dated recently by the National Bureau of Economic 
Research (NBER). The criteria used relied mostly, and correctly, on monthly economic 
indicators, all of which have moved well below previous peaks despite positive growth in real 
GDP over the first two quarters of 2008. Until recently, the recession could be called mild on 
these indicators, but turned down sharply in late summer, intensified by the credit crunch and 
financial disarray. 

Second, the recession is now consumer-driven and will stay this way because of numerous 
negative short-term and long-run fundamentals surrounding the consumer; most particularly, a 
liquidity- and credit-constrained consumer reflecting many years of excessive spending, reliance 
on credit and debt, overbuying of big-ticket and other items, and dissaving. The brunt of the 
consumer downturn is only now unfolding. A long period of adjustment would seem necessary 
to eliminate the imbalances reflected in Chart 1 above. 

Third, the housing downturn, or bust, still has considerable time to run. Housing prices 
continue to decline on excess supply relative to shrinking demand. Failure fallout of home 
foreclosures and bankruptcies is holding up the supply of housing. The lack of liquidity and 
credit for home purchases in the face of declining housing values is taking down demand. 
Bootstrap equity financing from rising values of real estate is no longer possible. There is also 
the changing psychology of price expectations that will deter this particular discretionary 
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purchase. Similar considerations apply to motor vehicle sales, now down almost 50% from a 
year ago and probably to stay low for quite some time. 

Fourth, the capital spending downturn has just begun, mainly in response to the weakened 
sales and profits of the housing and consumer downturns. Historically, a capital spending 
downcycle lasts about a year with amplitude considerably greater than the swings in overall 
consumer spending. 

Then, there is developing weakness in U.S. exports off the global recession as the unusually 
severe global recession negatively affects U.S. trade. 

Finally, although a massive easing of monetary policy has occurred and a large fiscal 
stimulus program can be expected, the lags in effects from the stimuli can be very long, 
especially if in the process credit is tight, asset deflation is occurring, and potentially a debt 
deflation. 

As for the depth, the Baseline has a 3.1% decline in real GDP, peak-to-trough, about as deep 
as the previously deepest post-W.W.II recession of 1957-58, which was -3.2% peak-to-trough. 
In the recessions of 1973-75 and 1981-82, 16 months each in length and each the longest since 
the 1930s, peak-to-trough declines of -3.1% and -2.6% in real GDP were recorded, respectively. 

However, real GDP might not be the best measure for the depth of a recession given the 
changing structure of the U.S. economy. The bust in housing, depression in the financial sector, 
consumption spending downturn, coming recession in capital spending, and losses of jobs may 
be more indicative of depth than the GDP summary measure, which tends to be resilient 
probably because of the very large services sector in the U.S. economy. 2 

Inflation and unemployment are behaving as might be expected, moving inversely to one 
another, sharply so recently, and are expected to continue this way with so much developing 
slack in product and labor markets. Much higher unemployment rates can be expected on so 
much economic weakness. Downward pressure on prices and wage compensation likely will 
bring sharp reductions in overall inflation rates. 

Over the past year, the unemployment rate has risen from 5% to 7.2%, overall CPI-U 
inflation has dropped from a high of 5-1/2% in July, year-over-year, to an expected essentially 
flat reading in December. Ex-Food and Energy less of a decline has occurred, from 2.6% in 

2 An example is Health Care, which has been a booming sector in the U.S. economy and now accounts for a much 
greater proportion of GDP and of consumption spending than ever before. Medical Care outlays are nearly 16.7% 
of total consumption as against 14.3% for consumer spending on all durable goods. Given the nature of this sector, 
the demands of an aging population, a drive to insure all Americans and the increased size of health care in the 
economy, real GDP is supported despite the sizeable declines in economic indicators such as industrial production 
that used to depict well the overall economy. 
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August, year-over-year, to an estimated 1.8% in December, in the l%-to-2% range that for most 
members of the Federal Reserve is viewed as price stability. Capacity utilization in the U.S. has 
declined from 81% a year ago to an estimated 75% in December. 

Outright deflation has occurred in commodity prices, where another price bubble appears to 
have burst, in crude oil particularly, also on a near-term basis in the overall PPI and CPI-U. 
Whether the deflation lasts or evolves into a deflationary spiral and debt deflation still is to be 
determined. 

Odds are that the massive easing of monetary policy by major central banks around-the- 
world and programs of fiscal stimulus being proposed and implemented will lift economies and 
aggregate demands sufficiently to prevent any sustained deflation in commodities, goods, or 
services prices. But the risk of a deflation that would be more than transient has risen quite a lot 
in recent months, particularly on the bursting of a price bubble in crude oil and energy prices 
and its derivative effects. 

In the Baseline, jobs losses over the next year are projected at about 2.7 million on the 
nonfarm payroll basis and near 2.5 million on the Household Survey, or civilian basis. The 
resulting unemployment rate is near 8-3/4% by late Summer or early Autumn, representing not 
quite so large an increase as over the past year. 

However, this rate of unemployment likely will understate joblessness, since the structural 
demographics of the labor force have changed. There is much less labor force growth than used 
to be the case. Labor force growth, the labor force participation rate and employment-population 
ratio will continue to decline, reflecting the aging population, retirements of the baby-boomer 
generation, a peaking-out of the female labor force participation rate and fewer potential workers 
in the 1 8-to-30 year old age cohort. 

If labor force demographics were as in the 1970s, 1980s or 1990s, the unemployment rate 
probably would reach I0%-to-ll%. Certainly, the total of the unemployed, those part-timers 
who would prefer to work lull-time but are not, and discouraged workers will reach record-high 
levels. 

Household financial conditions and business profits likely will be slow to improve as a result, 
suggesting that when economic recovery and expansion do return, there will be another “jobless” 
recovery similar to the ones in 1991-94 and 2002-04. 

Tables 4 and 5 indicate two possible alternatives to the Baseline — a “Long and Severe” 
recession or a “V” recession and upturn. 
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Table 4 

Decision Economics, Inc. Alternative Scenario — “Long and Severe” Downturn* 


Economy 

Real GDP (% Chg.) 

Consumption (% Chg.) 

Business Fixed Investment {% Chg.) 
Govt. 

Federal (% Chg.) 

Personal Savings Rate (%) 

Inflation and Unemployment 
Consumption Price Deflator (% Chg.) 
Unemployment Rate (%} 

Fed. Bdgt Def./Surplus (Unified, 
Fiscal \ is., S Bits.) 

Red. Bdgt. Dcf./GDP (%) 
Dcbt-to-GDP (%) 


Quarterly 

(As of January 2009) 

2008:4F 2009: IF 2009:2F 2009:3F 2009:4F 


-5.4 

-4.2 

-10.7 


-2.0 

-14.0 


-179.3 

-1.3 


Annual 

2008E 2009F 20IOF 

1.2 -3.1 -1.1 

0,2 - 2.6 - 1.2 

2.4 -10.6 -8.3 

5.6 4.4 2.9 

1.6 5.7 9.0 

3.1 -0.2 1.9 

5.8 8.8 10.0 

-546.7 -1531.9 -1391.3 

-4.0 -10.7 -9.3 

70.7 83.5 92,4 


‘Source: Decision Economics, Inc. (DE). No major new policy changes are assumed The monetary assumption is "quantitative easing” through 2009 and small, gradual increases 
in the federal Funds rate through 2010. 

F-Forecast 
A- Actual 
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Economy 
Real GDP (% Chg.) 

Consumption (% Chg,) 

Business Fixed Investment (% Chg.) 
Govt. 

Federal (% Chg.) 

Personal Savings Rate (%) 

Inflation aud Unemployment 
Consumption Price Deflator (% Chg.) 
Unemployment Rate (%) 

Fed. Bdgt Def./Surplus (Unified, 
Fiscal Yrs., S Bils.) 

Fed. Bdgt. Def./GDP (%) 
Dcbt-to-GDP <%) 


Table 5 

Decision Economics, Inc. Alternative Scenario — “V”* 


Quarterly 

(As of January 2009) 

2008:4F 2009:1F 2009:2F 2009:3F 2009:4F 


-6.6 

-5.2 

-14.5 


-6.5 

-3.7 

-21.4 


Annual 


Z0U7A 200SE 

2.0 1.1 

2.8 0.2 

4.9 2.2 

1.6 5,6 

0.6 1.6 

2.6 3.3 

4.6 5.8 

-179.3 -550.3 

-14 -4.1 

65.0 68.6 


2009F 2O10F 

-2.3 3.4 

-1.6 3.0 

-8.5 4.6 

5.8 6.5 

4.5 4.8 

1.5 2.4 

8.4 7.4 

-1755.9 -1598.6 

-12.2 -10.5 

89.3 97. S 


‘Source; Decision Economics, Inc. (DE). An Obama Economic Recovery Plan of approximately $750 billion fiscal stimulus, 60% federal government outlays and 40% lax. 

relief is assumed. The monetary assumption is “quantitative easing” through 2009 and small, gradual increases in the federal funds rate during 2010. 

F-Foreeast 
A- Actual 
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The “Long and Severe” Alternative depicts a longer and deeper downturn than the Baseline, 
lasting through much of 2010. Peak-to-trough, real GDP declines nearly 4% and the 
unemployment rate reaches 10%. 

Here, the forces of the asset price deflation in residential real estate, in the stock market, and 
for commodities overwhelm the monetary stimulus of low interest rates and quantitative easing. 
Financial institutions continue to hoard funds because of the capital required to support shrinking 
balance sheets. Credit losses are bigger. Consumers and businesses become even more 
pessimistic, refusing to borrow and spend even after the Federal Reserve lends more-and-more 
into the private sector. 

The Fed “pushes-on-a-string” to an enlarged set of financial intermediaries who simply do 
not lend very much and also “pushes-on-a-string” on credit into housing, to consumers, and 
businesses who save and do not spend, or borrow, very much. The personal savings rate reaches 
over 9% by 2010 in this Scenario. 

The other Alternative, a much brighter one, indicates a strong recovery and expansion 
sooner, beginning in Summer 2009. 

Fiscal policy stimulus and the direct involvement of the Federal Reserve as a lender-of-last- 
resort to the private sector, not just banks or other financial intermediaries, bear fruit. Federal 
government spending is lifted much higher despite a winding down of defense spending 
associated with the withdrawal of U.S. troops from Iraq. Individual income tax reductions and 
credits are legislated early this year. 

Financial institutions and the Federal Reserve aggressively lend, the credit crunch ends, the 
stock market picks up, housing bottoms-out, and housing prices stop falling. Business sector 
cutbacks are bigger and quicker and the excesses of the private sector are more quickly resolved. 
Monetary ease and fiscal stimulus in Japan, China, South Korea, Hong Kong, Australia, New 
Zealand, the Eurozone, U.K., Canada, and in the oil-producing countries, including Russia, limit 
the global downturn and its problem for U.S. exports. 

Real GDP growth is sharply lower in the fourth and first quarters, down 6%-to-7%, 
annualized, and the unemployment rate quickly jumps to near 8%. But the very actions that 
cause this also take down business costs rapidly and, along with even lower crude oil and energy 
prices, help pick up business profits sooner. 

Real GDP growth is down almost 2-1/2% in 2009 instead of the -2.1% in the Baseline but 
rebounds in the second half and to near 3-1/2% in 2010. With inflation low, the Federal Reserve 
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can gradually begin to reverse its quantitative easing and slowly raise the federal funds rate in 
2010. 

Either of these Alternative Scenarios is possible. The range of uncertainty surrounding 2009 
and 2010 is extremely high — more dismal to brighter. 

Macroeconomic Policy Choices 

In the setting that exists, what macroeconomic policy actions are suggested? What is the role 
of monetary policy? What are the possibilities for fiscal policy stimulus — how much, what mix 
and dosage, and for how long? What might be the effects on the macroeconomy? What might 
be the economic and budgetary effects of a possible Obama Administration Economic Recovery 
Program? 

Monetary Policy in Financial and Economic Crises — Lender of Last Resort to the 
Private Sector? Pluses and Minuses 

The first line of defense in an economic downturn, of course, is monetary policy — actions by 
the Federal Reserve on interest rates and in the provision of reserves and liquidity to the banking 
system. 

In normal circumstances, monetary policy is eased by lowering the key policy short-term 
interest rate, in the U.S. the federal funds rate, which reduces the costs-of-funds to banks and 
other financial intermediaries who then lend into housing, to the consumer, and businesses. 

Funds availability is increased and, with lags, the combination of lower interest rates and 
increased availability of funds lifts housing, then consumption, business sales, then profits, and 
later business spending, production, inventories and employment. The stock and other financial 
markets improve, consumer spending picks up, and the economy recovers and expands. The 
U.S. demand for imports rises; other countries’ economies improve and global expansion returns. 

The present episode differs from the more normal paradigm in the imbalances and excesses 
that have evolved over a long period of time, booms and price bubbles that have burst for 
commodities, real estate and stocks, derivative effects on credit, debt, and the securities and 
films tied to these, and a collapse in the financial intermediation process. Extremely leveraged 
debt financing of the expansion, aggressive and excessive risk-taking also have been present. 

Just as the leveraged financing and balance sheet expansion produced outsized booms and 
bubbles in asset prices, credit, debt, in the financial sectors and countries fueled by the rising 
values of assets and balance sheets, so is the unwinding of them and associated collapse of credit, 
financial disarray, and restoration of balance sheet equilibria fueling asset price deflation and the 
curtailment of spending, lending, and borrowing. 
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Widespread and interactive booms and bubbles have led to a degree of financial instability 
and financial disarray not usually present, overwhelming the normal easing response of the 
Federal Reserve, late in coming, but which has become more timely and appropriately 
aggressive. The long and variable lags in the effects of easier monetary policy on the economy 
have been made moreso as the dynamics of the downturn, real and financial, and stock 
adjustments work themselves out, more of them this time. The Federal Reserve has made the 
appropriate diagnosis — extreme financial instability and a crippled system of credit — and is 
trying to preserve the credit channel in the economy by taking numerous ingenious and creative 
actions to support credit and to prevent the wholesale collapse of the banking and financial 
intermediary system such as occurred in the 1930s. 

Open-ended purchases of securities and large injections of reserves into the banking system 
should be continued, keeping the federal funds rate near zero, U.S. Treasury and other short-term 
interest rates very low. A program of purchases of commercial paper indirectly from 
nonfinancial corporations has been a positive innovation. 

Second, the funding of financial intermediaries, mostly commercial banks, through the 
various programs set up in recent months, should be maintained even if the recipients do not use 
the funds to lend. The financial institutions who receive the funds will act in their own self- 
interest, but over time eventually heal their balance sheets and loosen up credit within and 
outside the financial system. 

Third, the Federal Reserve will soon use $20 billion of funds from the federal government 
and the Troubled Asset Recovery Program (TARP) as equity to support $200 billion of lending 
directly into the private sector — a definite positive step. This probably will not be sufficient and 
more federal government funding for this purpose would be appropriate. 

Fourth, direct purchases of GSE debt to keep mortgage costs-of-financing down and 
purchases of FNMA and Freddie Mac mortgage-backed securities in the open market should be 
continued until the housing downturn and housing price declines have ceased. 

Finally, (he central bank should purchase U.S. Treasury securities across the Treasury yield 
curve, including long duration U.S. Treasury securities, the 10-year bond, in particular. Long- 
term mortgage rates will be held down as a consequence and the signs-of-life in mortgage 
refinancing that have appeared will probably spread and increase. Also, when the U.S. Treasury 
issues debt to finance the coming record-high deficits, the Federal Reserve can absorb these 
issues in case others do not. 



121 


- 18 - 

Essentially, the US. central bank has become, and is becoming, a “bank” in the private 
sector, lending and investing where the current set of banks and financial intermediaries will 
not. There is hardly any other choice, although some do exist, except for the Federal Reserve to 
bypass a nonfunctioning credit channel in order to cushion the downturn in the U.S. economy, if 
not able to reverse it. 

The pluses of this approach can already be seen in sharply lower long-term mortgage rates 
and increased refinancing of mortgages. Also, low short-term interest rates have reduced the 
cost-of-funds to banks and are increasing banks’ Net Interest Margin (N1M). And, the funds 
pumped into the banking system, which now include some previous investment banks and 
insurance companies, are helping to recapitalize the banking system in the face of eroding profits 
and collapsing balance sheets. 

Negatives are moral hazard and the potential inflationary effects of what amounts to printing 
money and almost unlimited expansion of the Federal Reserve’s balance sheet. 

Nevertheless, despite the actions taken , aggregate demand is so weak and the forces 
surrounding consumption and business fixed investment so negative, including expectations, 
likely to keep spending depressed, that the potential looks bleak for a significant upturn based on 
monetary policy alone. The unprecedented actions taken by the Federal Reserve, however, 
should eventually bear fruit, although by itself unlikely to stem the U.S. economic decline and 
propel the economy into recovery. 

Fiscal policy stimulus will be needed. 

A similar situation, but to a much lesser extent and not so complex as currently, existed in the 
aftermath of the 2000-2001 recession,- where the collapse in technology spending and in the 
stock market overwhelmed whatever the Federal Reserve could do on interest rates and easy and 
ample availability of funds. Fiscal stimulus was used, mostly tax reductions, given the relative 
impotence of monetary policy in any reasonable timeframe and proved to be a major catalyst for 
U.S. economic recovery and in a derivative manner, the global economy. 

The process that got us here suggests that monetary policy and recapitalization of financial 
institutions by the Federal Reserve and Treasury cannot necessarily prevent an even worse 
outcome from occurring. Inadequate aggregate demand is not the only source of the downturn. 
The collapse of credit, unwillingness of banks and financial institutions to lend within and 
outside the financial system, the effects on U.S. and globai economies, asset deflation and 
perhaps debt deflation indicate that monetary policy could stay impotent or take too long for its 
effects to appear. 
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Fiscal stimulus , Keynesian-like, is indicated, with deficit-financed spending and tax 
reductions supported by easy monetary policy until the U.S. economy is up-and-running in a 
sustained way and the financial system and risk-taking are restored to more normal, but not 
excessive, levels. 

Fiscal Policy — Some General Comments 

Fiscal policy as a stabilization tool has undergone considerable shifts in attention and use 
over the decades, ranging from a standard tool for stabilizing business cycles in the 1960s and 
1970s to a determinant only of the ultimate potential growth and potential level of activity for the 
economy afterwards. 

Part of the change in viewpoint on fiscal policy has to do with its lack of usefulness in 
conditions unfavorable to its use, for example the hyperinflation circumstances of the late 1960s, 
1970s and early 1980s. Also, there are issues of timing and whether fiscal policy stimulus, or 
restraint, is countercyclical or procyclical once implemented, given recognition lags, gestation 
lags, political lags, and lags in economic effects. These, in particular, pushed fiscal policy, other 
than automatic stabilizers, to the backburner for many years. Monetary policy became ascendant 
and the first line of defense in dealing with cyclical ups-and-downs. 

In this last decade, fiscal policy has taken on renewed importance in part because of 
situations where monetary policy has been overwhelmed by collapses in spending, e.g., a 
technology bust and stock market price bubble bursting in 2000-02, and currently. 

When the diagnosis is a collapse from the demand-side or in the current circumstances a 
I930s-!ike asset price deflation and banking system problem, potentially a debt deflation, and 
inadequate private sector aggregate demand, then the low interest rates and availability of credit 
from easy monetary policy become much less potent and fiscal policy potentially more useful as 
a policy instrument for what ails the economy. 

Such is the case now where for over a year easier monetary policy and lower short-term 
interest rates have failed to stem the U.S. and global downturns; indeed, these have steepened 
and intensified even as monetary policies everywhere, especially recently, have gotten 
aggressively easier. 

Policy medicine economics, just as medicine in health care, needs to be tailored to the 
diagnosis of the causes and compared with possible similar episodes, if relevant, much as other 
illnesses and pathologies for patients are used to help medical doctors prescribe appropriate 
medicine. 
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Accommodative and easy financial conditions are a necessary ingredient of any treatment if 
the risks to the economy far outweigh the risks to inflation over some time horizon, as now. So 
monetary policy should be kept easy and accommodative as a backdrop to fiscal stimulus, 
especially the more the slack in product and labor markets. 

One issue is the size of a fiscal stimulus. This is difficult since the U.S. economy is much 
larger now than used to be the case. Thus, the size, in absolute terms, must be higher. 

Second, there may be offsetting negative dynamics operating in the macroeconomy to delay 
or even more than offset whatever fiscal stimulus is implemented. This needs to be accounted 
for. 

Third, even with accommodative monetary policy, the side effects of fiscal stimulus can prove 
self-defeating , or at least limiting, through negative feedback effects on the positive stimulus of 
the fiscal action. 

For example, fiscal stimulus by definition will initially create higher federal budget deficits 
and, if permanent, imply permanently higher structural budget deficits. Expectations of future 
deficits and the financing associated with them can affect the current prices and yields on U.S. 
Treasury and other securities given the forward discounting that goes on in fixed income 
markets. This is similarly so for exchange rates. The combination of higher long-term interest 
rates and perhaps a lower dollar from expected increases in the deficit may feed back negatively 
on financial markets in the present time and limit the stimulus to the economy of the fiscal 
action. Higher prices or higher inflation also can be expected and with higher interest rates will 
reduce the real purchasing power that would occur if there were no inflationary or interest rate 
feedback. 

One positive by-product is the induced gains in tax receipts from all sources that occur when 
fiscal stimulus acts to raise economic activity, reducing ex-post the net ex-ante budgetary cost of 
the fiscal action, although rarely eliminating it. 

Of course, other policies can be used and mixed with the fiscal stimulus — monetary, 
regulatory and supervisory, financial markets oriented, or institutional — to achieve desired 
objectives. There are also distributional effects of fiscal policy and shifts in the macroeconomic 
policy mix that can affect the microeconomics of the economy and perhaps help in achieving 
certain social objectives, for example, a reduction of inequality if it is so desired. 

But proposals on fiscal stimulus — size, dosage, its legislation and interaction with other 
policies — remain a complicated and difficult task, especially given the complex dynamics of the 
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economy in a globalized context and the imprecision of the “science” of policymaking in a stress 
situation. 

Fiscal Policy Alternatives — Size, Permanent vs. Temporary, Dosage, Short- and Long- 

Term Effects 

For fiscal policy, the range of possibilities includes federal government purchases, defense or 
nondefense, or both, federal government transfer payments perhaps in the form of higher 
unemployment benefits and support for health care insurance payments of low-income families, 
aid to states and localities, and programs to support housing. The range of tax policy 
possibilities includes temporary reductions in personal income taxes, a permanent tax cut for 
individuals, tax credits for specific purposes, a reduction in the corporate profits tax rate, a 
reduction in the social security payroll tax, and a reduction rather than a hike in capital gains 
taxation. These types of fiscal stimulus could be used individually, or together, with size, mix, 
and dosage to be determined. 

Three issues for fiscal policy are the total size of a stimulus package, its mix and dosage, and 
whether the measure should be permanent or temporary. This is examined in simulations with a 
large-scale macroeconometric model of the U.S. economy— -the Sinai-Boston (SB) Model. 3 

All simulations assume accommodative monetary policy, that is an unchanged federal funds 
rate compared with the Baseline. The Federal Reserve injects sufficient nonborrowed reserves to 
maintain the Baseline federal funds rate. 

These simulations show longer-term (out to 10 years) results under assumptions of no other 
exogenous interventions of policy, changes from the paths of the exogenous variables set, and 
under the assumption of an approximate maintained structure of the economy. 

The SB Model is an open economy model with flexible exchange rates and interactions from 
the U.S. economy to major foreign economies then back to the U.S. through trade, exchange 
rates, and interest rates. The particular situation that exists now where financial instability, 
financial crises, and financial disarray characterize a more open global economy with generally 
flexible exchange rates has not been fully analyzed analytically in the literature, nor otherwise. 


3 The results of macroeconometric model simulations should properly be noted as approximate, derived from a 
stochastic dynamic large-scale macroeconometric model. As such, a wide distribution of outcomes is possible. Any 
given result from econometric model simulation is only one of those outcomes, presumably near the center of the 
distribution of the probability distribution of all possible outcomes, but not necessarily so. Thus, ranges should be 
thought of rather than precise point estimates, with any particular episode, or simulation, a single outcome in the 
range and not necessarily precise in its potential accuracy. Also, simulations of econometric models are based on a 
model structure estimated on history so that any change in structure in the recent past, or future, not captured in the 
sample history of the econometric model can make the results less precise, less valid, or even invalid. 
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But given the elaborated framework of the Model for the financial system and its interactions 
with the real economy and vice-versa, it is perhaps as well-equipped as any to assess the 
financial effects on the economy from the changes in fiscal policy. 

fn Chart 2, die responses of the economy to $100 billion and $500 billion increases of federal 
government spending are shown in an attempt to assess how much is gained on a bigger stimulus 
package compared with a smaller one. There is a similar assessment on $100 billion and $500 
billion permanent income tax reductions. 

Both show significant multiplier effects but the five-fold higher spending increase and five- 
fold increase in a permanent personal income tax reduction do not produce similar proportionate 
increases in economic growth and activity. Indeed, the gains from the additional stimulus are not 
much greater even in the near-term, certainly not in the longer-term. 

The implication is that serious thought must be given to whether big doses of fiscal stimulus 
should be used or whether the same total amount should be spread over time. The simulation 
results do show more gain per unit size for permanent tax cuts than for federal government 
spending increases. 

The third subchart in Chart 2 shows the response of real GDP to $100 billion permanent and 
temporary tax reductions. Here, the temporary tax reduction multiplier is somewhat greater 
earlier, reaching a peak of 1.5 in the second year but fading quickly thereafter. The permanent 
individual income tax cut has a similar time pattern of response but sustains a positive real GDP 
compared with the Baseline throughout the 10-year simulation interval. 

Generally, permanent changes in fiscal policy will provide longer-lasting effects on the 
economy than temporary ones, although budgetary considerations may argue for temporary 
rather than permanent fiscal stimulus, depending on the circumstances. In any case, once debt is 
added to the accumulated stock, it is not removed because the fiscal stimulus was temporary. 
Further accumulation is limited, because new government debt financing does not occur. But, 
with interest payments on the greater outstanding debt, the cumulated stock of debt grows, and if 
GDP does not rise faster than the debt from the stimulus or for other reasons, the debt-to-GDP 
ratio will rise. 
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Chart 2 

Size and Permanent Vs. Temporary Issues* 
(Relative to Baseline (Zero)) 


Response of Real GDP to $100 til. and $500 tit. Spencfng Increase Response of Real GDP to $100 Bit. and $500 SI. Permanent Tax Cut 

PcrStrfftd G* Sprrfre PoJ d/VoI T*. Scuri® 



Response of Rea! GDP to Permanent vs. Temporary Tax Cut ($100 til.) 

faScfttfrfTnSvwp 



Simulation of the SB Model of the U.S. Economy. Federal Reserve policy unchanged; federal fimds rate held at Baseline. 
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Fiseal Policy Alternatives — Effects of Government Outlays and Tax Measures 

Charts 3 to 4 show the effects on real GDP, price inflation ( overall and “Core"), the 
unemployment rate, nonfarm and civilian employment of hypothetical $100 billion increases in 
various types of government outlays. Tables 6 and 7 show the effects of the various types of 
government outlay stimulus on the unified federal budget deficit, outlays and tax receipts, and in 
some detail. Changes in the federal budget deficit relative to GDP, the deficit/GDP ratio, in 
gross public debt, and in debt-to-GDP are indicated. 

The Charts have subcharts that show 1) the "multipliers” for each of the fiscal alternatives, 
2) real economic growth compared with the Baseline, 3) inflation, 4) the unemployment rate 
relative to the Baseline, 5) jobs created on the nonfarm payroll and 6) civilian bases. 

Virtually all the fiscal stimulus programs raise the deficit-to-GDP ratio, with increases in the 
budget deficit relative to GDP exceeding early year rises of GDP. But revenue feedback from all 
sources of taxes as a result of fiscal stimulus reduces the ex-post deficits, sometimes quite 
considerably compared with those ex-ante. Debt-to-GDP ratios generally rise throughout, 
however, made even higher by increases of longer-term interest rates from changes in expected 
future deficits and U.$. Government debt accumulation. 4 

In Chart 3 is seen the relatively quick and sharp impact of federal government purchases in 
raising real GDP. The government purchases multiplier ranges between 1 .4 and 1.8 over the first 
two years of the simulation, sizeable effects, then tails off, although still relatively, high before 
returning to Baseline levels in 2017. 

Growth in real GDP is quite strong relative to the Baseline in the first year, but quickly falls 
back to the Baseline path in 2010. The unemployment rate drops quickly and sharply from 
strong hiring by the federal government, falling almost 0.8 percentage points below the Baseline, 
staying lower for quite some time given permanently higher employment in the federal 
government sector and the rising portion of the economy in federal government activity. The SB 
Model disaggregates nonfarm payroll employment into six subsectors so can differentiate the 
employment effects of the various programs between the public and private sectors. 

Inflation, as measured by the Consumption Price Deflator-Overall and Ex-Food and Energy 
(Core), rises only by 0.2 to 0.3 percentage points compared with the Baseline. Jobs creation, on 
the nonfarm payroll basis, is strong, totaling 2-1/2 to 3 million over the first two years of the 

4 Model-consistent expectations of future real federal budget deficits per capita are iterated in the Model with the 
long-term U.S. Treasury 10-year rate and AAA-Corporate Equivalent yield for the current period. Changes in the 
volume of gross public debt affect the three-month Treasury bill rate, other related short-term securities yields, and 
through arbitrage or term structure effects long-term interest rates as well 
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Chart 3 

Federal Government Purchases Permanently Higher by $100 Billion* 
(Changes Relative to Baseline) 
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Table 6 

Budgetary Effects of Fiscal Policy Stimulus: 




S100 Billion 

Permanent 

Increase of Government Spending 







(Diffs. From Baseline Unless Otherwise Indicated) 






2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

Unified Federal Budget 

-47.5 

-22.4 

-3G.2 

-52.6 

-71.8 

-87.6 

-102.2 

-120.9 

-142.7 

-164.8 

Deficit/Surplus (-/+) (S Bits.) 











Tax Receipts 

18.6 

36.1 

39.4 

40.9 

41.2 

40.6 

39.5 

36.4 

32.6 

28.6 

Corporate 

5.4 

8.5 

6.5 

5.1 

4.2 

3.8 

3.0 

i.9 

0.8 

0.0 

Personal 

6.3 

14.7 

18.4 

20.5 

21.2 

20.9 

20.6 

19.6 

18.1 

16.3 

Ordinary Income 

6.1 

12.4 

15.4 

17.9 

19.0 

19.2 

19.4 

19.1) 

18.3 

17.1 

Capital Gains 

0.1 

23 

3.0 

2.7 

2.2 

1.7 

1.2 

0.6 

-0.1 

-0.7 

Social Insurance 

5.8 

11.4 

12.3 

13.6 

14.0 

14.2 

14.1 

13.3 

12.1 

10.8 

Excise 

t.l 

1.5 

1.6 

1.7 

1.8 

1.8 

1.8 

1.7 

1.5 

1.4 

Outlays 

73.5 

55.7 

75.9 

99.0 

317 5 

132.1 

146.0 

162.8 

181.0 

198.9 

Federal Purchases 

86.8 

86.8 

86.8 

86.8 

86.8 

86.8 

86.8 

86.8 

86.8 

86.8 

Transfers-to-Fersons 

-14.7 

-35.1 

-17.8 

1.8 

16.1 

26.3 

34.9 

44.8 

54.3 

61.9 

Grants-in-Aid 

0.0 

0.0 

0.0 

0-0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

Net Interest 

1.5 

4.0 

7.0 

10.4 

14.6 

19.0 

24.4 

31.2 

39.8 

50.2 

Gross Public Debt (S Bib. Diff.) 

70.4 

123.3 

179.9 

277.2 

409.9 

573.2 

764.1 

987.2 

1247.8 

1546.5 

Deficit/GDP (Pet. Pts.) 

-02 

-0.1 

-0.1 

-0.3 

-0J 

-0.4 

-0.4 

-0.5 

-0.6 

-0.7 

Debt/GDP (Pet. Pts.) 

- 0.4 

-0.4 

-0.1 

0.5 

3.1 

1.51 

2.7 

3.7 

4.8 

5.9 


Source: Decision Economic*. Inc. (DE). Simulation of ihe SB Model of the 1J.S. Economy. Federal Reserve policy unchanged; federal fiads tale held at Baseline. 
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spending increase. The discrepancy between the increases in nonfarm payrolls and of civilian, or 
Household Survey, employment reflects the count in nonfarm payrolls of jobs rather than 
persons employed. 

In Chart 4, a permanent $100 billion increase in federal government transfer payments, 
increasing and extending unemployment benefits, is examined. Transfers do not directly impact 
real GDP as do federal government purchases but work to raise the level of economic activity 
and the rate of economic growth through the expenditures of the recipients, in the Model acting 
more like a tax reduction than an increase in government spending. 

Here, transfers are seen to have a slower, but significant multiplier effect on real GDP that 
lasts through the simulation interval Real economic growth is higher, longer, than with federal 
government purchases, but the unemployment rate does not decline as much. Nonfarm payroll 
jobs increase less robustly than for an equivalent $100 billion increase in federal government 
purchases but the Household Survey employment figures are stronger. This reflects the more 
widespread breadth of the stimulus as it works through consumer spending to produce broader 
effects on employment, although not so strong as federal government purchases where increases 
in federal government employment are greater. 5 * 

The budgetary effects of federal government purchases versus transfers to individuals are 
reflected in Tables 6 and 7, although the increases in the deficit/GDP and debt/GDP ratios are 
similar. It is the mix of outlays that show a considerable difference. 

In Chart 6 and Table 8 are shown the results from a permanent $100 billion reduction in 
individual income taxes. The tax multipliers and effects on real GDP, inflation and 
unemployment, and jobs, both nonfarm and civilian, are provided relative to Baseline. 

The increases in real GDP from tax reductions take longer, because the funds transferred 
from the federal government to individuals work through household spending, which is delayed. 
The increases in disposable income that occur are not immediately factored in as permanent on 
the permanent income hypothesis that is embodied in die Model. There is also about a one-year 
lag with respect to changes in household wealth. Short-run propensities-to-consume are higher 
for cashout financing and capital gains realizations but these do not change much in the shorter- 
term on these types of policies, except for the elimination of the individual capital gains tax. 

There is a financial side to the tax reduction for individuals such that the funds not spent are 
"saved 7 ’ and show up in household finances and household balance sheets, improving household 


5 tn the SB Model, nonfarm payroll employment is modeled as the aggregate of a number of subsectors including 

separately federal government, various categories of services, manufacturing, and retail trade. 
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Chart 4 

Permanent SI 00 Billion Increase in Federal Government Transfer Payments* 
(Changes Relative to Baseline) 

Real GDP Red GDPGrmth 
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♦Simulation of the SB Model of the U.S. Economy. Federal Reserve policy unchanged, federal funds rate held at Baseline. 
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Table 7 

Budgetary Effects of Fiscal Policy Stimulus: 

Permanent $100 Billion Increase of Federal Government Transfers to Individuals 
(Dills. From Baseline Unless Otherwise Indicated) 



2009 

mo 

2oir 

2012 

200 

2014 

2015 

2016 

2017 

2018 

Unified Federal Badger 

Deficit/Surplus (-/+) (S Biis.) 

-68.7 

-57.9 

-48.1 

-58.6 

-7.3.3 

-86.4 

-97.2 

-11 1.2 

-129.2 

-150.0 

Tax Receipts 

10.3 

29.7 

37.4 

41,7 

44.5 

46.6 

48.7 

49.0 

47.9 

45.8 

Corporate 

4.3 

9.3 

8.7 

7.8 

7.4 

7.3 

7.2 

6.6 

5.8 

5.1 

Personal 

3.0 

11.3 

16.5 

19.8 

21.7 

22.7 

24.0 

24,6 

24.6 

23.8 

Ordinary Income 

2.9 

9.0 

13.1 

16,1 

17.7 

18.7 

20.1 

21.0 

21.3 

20.9 

Capital Cains 

0.1 

2.3 

3.4 

3.7 

4.0 

4.0 

3.8 

3.7 

3.3 

2.9 

Social Insurance 

2.4 

8.0 

10.8 

1.2.5 

13.8 

14.7 

15,5 

15.8 

15.6 

15.0 

Excise 

0.5 

U 

1.4 

1.5 

1.7 

1.8 

1.9 

2.0 

1.9 

1.9 

Outlays 

96.5 

81.2 

87.7 

104.4 

121.8 

136.3 

149.4 

164.9 

182.7 

201.6 

Federal Purchases 

0.0 

0.0 

0.0 

0.0 

0,0 

0.0 

0,0 

0.0 

0-0 

0.0 

T rausfers-M-Pcrsons 

94.4 

75.6 

78.3 

90.9 

103.5 

113.1 

120.7 

129.7 

139.5 

149.1 

Grants-in-Aid 

0.0 

0.0 

0.0 

0.0 

0,0 

0,0 

0.0 

0.0 

0.0 

0.0 

Net Interest 

2.1 

5.6 

9.5 

13.4 

18.3 

23.3 

28.7 

35.2 

43.2 

52.5 

Gross Public Debt <$ Bits. DifT.) 

102-0 

218.1 

3U-4 

421.6 

557.7 

719.2 

901.7 

1108,1 

1345.0 

1617.1 

Deficit/GDP (Pet. Pts.) 

-0.4 

-0.3 

-0.2 

-0,3 

-0.4 

-0.4 

-0.4 

-0.5 

-0.5 

-0.6 

Debt/GDP (Pet. Pts.) 

0.3 

0.5 

0.9 

1.4 

2.0 

2.6 

3.3 

4.1 

5.0 

6.0 


Source: Decision Economics, toe. (DE), Simulation of the SB Model of the U.S. Economy. Federal Reserve policy unchanged; federal fends rate held at Baseline. 
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Cbart 5 

Permanent $100 Billion Tax Cut 
(Changes Relative to Baseline)* 


ReetGCP Rea! GDP Gnuth 



Unemployment Rate 


Consumer Rice Inflation 
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Table 8 

Budgetary Impact of Permanent Tax Cuts; $100 Billion 
(Diffs. From Baseline Unless Otherwise Indicated) 



2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

Unified Federal Budget 

-69.6 

-63.4 

-57.1 

-67.4 

-81.0 

-92.9 

-102.8 

-116.0 

-133.3 

-153.7 

Deficit/Surplus (-/+) ($ Bils.) 











Tax Receipts 

-90.9 

-74.6 

-68.8 

-64.8 

-62.0 

-59.7 

-57.2 

-56.4 

-56.9 

-58.3 

Corporate 

4.0 

8.1 

7.2 

6.7 

6.5 

6.7 

6.8 

6.3 

5.7 

5.1 

Personal 

-97.6 

-91.0 

-86.9 

-84.1 

-82.5 

-81.5 

-80.2 

-79.4 

-79.2 

-79,7 

Ordinary Income 

-97.6 

-92.4 

-89.0 

-86.5 

-85.0 

-84.0 

-82.6 

-81.7 

-81.1 

-81 2 

Capital Gains 

0.0 

1.5 

2.1 

2.3 

2.5 

2.5 

2.4 

2.2 

1,9 

1.5 

Social Insurance 

2.3 

73 

9.7 

11.3 

12.5 

13.5 

14.4 

14.8 

14.8 

14.4 

Excise 

0.5 

1.0 

1.2 

1.4 

1.5 

1.7 

1.8 

1.9 

1.9 

1.8 

Outlays 

-3.0 

-16.3 

-9.3 

6.3 

22.6 

36.1 

48.8 

64.1 

81.8 

KM.l 

Federal Purchases 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

Transfers-to-Persons 

-5.2 

-22.5 

-19.6 

-8.4 

2.5 

10.S 

17.6 

25.9 

35.4 

44.9 

Grants-in- Aid 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

Net Interest 

2.3 

6.1 

10.3 

14.7 

20.1 

25.4 

31.2 

38.1 

46.4 

56.2 

Gross Public Debt ($ Bils. Dill.) 

103.4 

228.0 

336.6 

462.7 

612.9 

786.1 

978.8 

1194.1 

1438.6 

1717.4 

Defkit/GDP (Pet. Pts.) 

-0.4 

-0.4 

-0.3 

-0.3 

-0.4 

-0.4 

-0.4 

-0.5 

-0.5 

-0.6 

Debt/GDP (Pet, Pts.) 

03 

0.7 

1.2 

1.7 

2.4 

3.0 

3.8 

4.6 

5.5 

6.4 


Source 1 Decision Economics, Inc. (DE). Simulation of the SB Model of the U.S. Economy. Federal Reserve policy unchanged; federal fluids rate held at Baseline. 
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financial conditions and is where the tax reduction has an initial impact. The improvements lead 
to more spending later and help sustain the gains in the levels of real GDP for the long-term. 

For example, if shown, the Household Financial Conditions Index of Chart 1 would be much 
improved on a tax reduction for individuals, moreso if permanent, with the saved funds showing 
up in the household flows-of-funds and in various places on the balance sheet that provide 
support for additional spending later. Improved household balance sheets are a source of support 
for higher spending, permanently higher economic activity and a longer period of increased 
growth and lower unemployment, relative to the Baseline. 

Finally, Chart 6 superimposes the results of a permanent $100 billion tax reduction against a 
$100 billion increase in federal government outlays. The Model simulations indicate more 
power for longer on tax reductions than increases in federal government spending. A different 
distribution of jobs creation occurs on the nonfarm payroll basis under a program of tax 
reductions than from increases in federal government purchases. 

Chart 6 

Response of Reef GDP to Tax Cut vs. Government Spending Increase 
(Permanent $100 Bit.) 

Per S ofResJ Stimulus 



If major sources of the current economic crisis are the consumer, the deteriorated financial 
condition of households, and weakness in the private sector, the results indicate that increasing 
federal government purchases alone, or transfer payments, although an appropriate component 
of fiscal stimulus, should be combined with tax reductions, most probably permanent, to get 
maximum sustainable improvement in the economy and in jobs. 

Perhaps most surprising on the exercises on tax relief is limited negative effects on the 
federal budget deficit as tax receipts on ordinary income, corporate profits, payroll, and excise 
taxes move up on the stronger economy, at least initially, and transfers-to-persons are reduced. 
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A Possible Obama Economic Recovery Program — Preliminary Results 

A possible Economic Recovery Plan of (he Obama Administration is simulated with the 
results shown in Chart 7, Table 10. Table 9 spells out the assumptions on the details of the two- 
year program and for the outyears as well. The Program net stimulus is $737 billion over 2009- 
JO and $1.8 trillion from 2009 to 2018. In 2009-10, federal government outlays total $437 and 
net Tax Relief $300 billion, making the outlays over these two years as a percent of the total 
59.3% and tax relief 41.7%. 

The program spending increases spread across government purchases, transfers to individuals 
for unemployment benefits and health care, aid to states and localities, and housing. The tax 
reductions are net and mostly for middle- and lower-income families. The current law on capital 
gains and dividend taxation is not altered, but the lower capital gains and dividend tax rates are 
allowed to expire at the end of 2011 . 

Federal government outlays are divided between infrastructure spending, $102 billion in the 
first two years; transfers to individuals for unemployment benefits and health care support, $160 
billion; aid to states and localities $60 billion; medical technology support $80 billion; and “help 
for housing" of $35 billion. These estimates are just that and do not foreshadow what the 
ultimate Obama Administration Plan might be for outlays — the “scenario” and figures are meant 
as approximations of a hypothetical program. 

On “Tax Relief,” over 2009-2010 $200 billion of permanent marginal income tax rate 
reductions are indicated with $100 billion in tax credits. A list of possible tax credits is in 
Table 10. Beyond 2010, the Bush Administration lower marginal income tax rates on higher 
income families are assumed to expire and the capital gains and dividend tax rates on upper 
income families to increase to 20% from 15%. These figures offset some of the stimulus of the 
Obama Economic Recovery Plan which is also long-run in nature particularly on government 
infrastructure spending. 

The deficit-to-GDP ratios on the Economic Recovery Plan rise into a range of -8% to -10% 
in 2009-2010, falling thereafter but remaining quite high relative to history, at -6%-or-more. The 
ratio of gross debt-to-GDP soars into the mid-80% range and reaches over 100% by 2016 . 

Chart 7 and Table 10 show some effects of the Economic Recovery Plan and its budgetary 
impacts, respectively. The Program is assumed to start in the first quarter of 2009. 
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Table 9 




A Possible Economic Recovery Program* 






2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

Cum. 

Federal Government Purchases of Goods and Services 









2009-10 

Infrastructure spending 












National Infrastructure Bank 

6 

6 

6 

6 

6 

6 

6 

6 

6 

6 

12 

Infrastructure Outlays 

35 

55 

37.5 

37.5 

37.5 

37.5 

37.5 

37.5 

37.5 

37.5 

90 

Subtotal 

41 

61 

43.5 

43.5 

43.5 

43.5 

43.5 

43.5 

43.5 

43.5 

102 

Unemployment Benefits and 












Health Care Support 

20 

30 

15 

10 

5 

0 

0 

0 

0 

0 

50 

Subsidize Medicaid 

55 

55 

0 

0 

0 

0 

0 

0 

0 

0 

110 

Other Goods and Services 












Help Medical Providers 












Buy Info, Technology* 

40 

40 

0 

0 

0 

0 

0 

0 

0 

0 

80 

Aid to States and Localities 

25 

35 

25 

15 

5 

0 

0 

0 

0 

0 

60 

Help for Housing 

20 

15 

0 

0 

0 

0 

0 

0 

0 

0 

35 

Subtotal for Outlays 

201 

236 

83.5 

68.5 

53.5 

43.5 

43.5 

43.5 

43.5 

43.5 

437 

* Treated as government asset. (Federal Government assumed to ha 

vc some role in purchase of machinery for medical records.) 


Tax Relief 












Marginal Rate Reduction 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

200 

Tax Credits 

50 

50 

50 

50 

50 

50 

50 

50 

50 

50 

100 

Education 

Expand Earned Inc. Tax Credit 
Expand Child Care Credit 

Making Work Pay 

Universal Mortgage 

Expand Savers Credit 

Exemption for Seniors 

Permanent R&D and 












Renewable Energy Credits 

Subtotal for Tax Relief 

150 

150 

150 

150 

150 

150 

150 

150 

150 

150 

300 

Total Stimulus 











737 

Revenue Increases 












Raise top two tax rates (upper incomes') 



-34 

-41 

-47 

-53 

-59 

-65 

-71 

-77 

0 

Raise cap. gains & dividend tax rates on upper 





. 





incomes 



-7.4 

-3.2 

-18.4 

-18.4 

18.4 

-18.4 

-18.4 

-18.4 



Revenue Subtotal 
Total Tax Increases 


Net Stimulus 737 

* Based on fragmentary accounts of a possible policy stimulus, Hypothetical for purposes of simulation. 


Cum, 

2009-18 

60 

390 

450 


80 

110 


80 

105 

35 

860 


1000 

500 


1500 

2360 


-447 

-121 

-568 

-568 

1792 




^Simulation of the SB Model of the U.S. Economy. Federal Reserve policy unchanged; federal funds rate held at Baseline. 
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Table 10 

Budgetary Effects of an Obama Administration Economic Recovery Plan 
(Biffs. From Baseline Unless Otherwise Indicated) 



2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

Unified Federal Budget 

-260.9 

-310.5 

-149.7 

-139,0 

-155.7 

-173.7 

-185.2 

-196.9 

-212.4 

-220.2 

Beficit/Surplns (-/+) (S Bils.) 











Tax Receipts 

-124.9 

-87.0 

-36.3 

-37.1 

-23.3 

-26.3 

-22.0 

-18.5 

-15.4 

4.1 

Corporate 

7.9 

14.9 

13.0 

10.3 

8.8 

7.9 

7.6 

6.9 

6.3 

5.5 

Persona! 

-141.9 

-125.4 

-76,6 

-73.5 

-57.2 

-58.0 

-52.8 

-47.9 

-43.2 

-21.6 

Ordinary Income 

-141.8 

-127.3 

-86.2 

-78.8 

-74.3 

-70.0 

-64.2 

-58.6 

-53.3 

-31.1 

Capital Gains 

-0.1 

1.9 

9.7 

5.3 

17.1 

12.0 

11.3 

10.6 

10.1 

9.5 

Social Insurance 

7.6 

20.5 

24.5 

23.4 

22.4 

21.1 

20.6 

20.0 

19.1 

17.9 

Excise 

1.5 

2.9 

2.8 

2.7 

2.7 

2.7 

2.7 

2.6 

2.5 

2.3 

Outlays 

152.5 

165.1 

72.1 

111.8 

135.3 

150.3 

166.3 

182.7 

201.9 

224.2 

Federal Purchases 

35.6 

52.9 

37.8 

37.8 

37.8 

37.8 

37.8 

37.8 

37.8 

37.8 

Transfers-fo-Persons 

57.0 

27.6 

-26.5 

14.3 

37.3 

48.7 

56.1 

63.1 

71.8 

80.2 

Grants-in-Aid 

50.0 

60.0 

25.0 

15.0 

5.0 

0.0 

0.0 

0.0 

0.0 

0.0 

Net Interest 

9.9 

24.5 

35.8 

44.8 

55.3 

63.9 

72.5 

81.8 

92.4 

106.2 

Gross Public Debt (S Bils. Diff.) 

323.6 

794.4 

1080.6 

1329.5 

1616.4 

1934.4 

2276.2 

2638.6 

3027.2 

3431.9 

Deficit/GDP (Pet. Pts.) 

-l.fi 

-1.8 

-0.8 

-0.7 

-0.8 

-0.8 

-0.8 

-0.8 

-0.9 

-0,9 

Debt/GDP (Pet. Pts.) 

1.0 

2.9 

4.6 

5.9 

7.2 

8.4 

9.6 

10.9 

12.2 

13.5 


Source: Decision Economics, Inc. (DE). Simulation of the SB Model of the U.S. Economy, Federal Reserve policy unchanged; federal funds rate held at Baseline. 
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Real GDP growth rises considerably, relative to Baseline, through this year and most of 
2010. The multiplier effects on real GDP are sizeable and considerable. The unemployment rate 
is 1.3 percentage points lower by late 2010 compared with the Baseline, a major decline. 
Inflation is slow to respond but does move higher, overall and in the Core, by about 0.4 
percentage points in 2010. However, if the Baseline inflation rate stays low or a deflationary 
spiral starts to develop, this increase would be welcome . Jobs creation, or the prevention of jobs 
losses, is substantial, almost 3-1/2 million nonfarm payroll jobs cumulatively over 2009 and 
2010 . 

The negative budgetary side effects are considerable, however, with a substantial increase in 
the federal budget deficit as a proportion of real GDP, 1.6 and 1.8 percentage points, 
respectively, over 2009 and 2010, to levels from -8% to possibly as high as -10%. These are 
about double what occurred under the Reagan Administration in the 1980s and early 1990s. 

The gross public debt moves significantly higher and by 2018 is $3.4 trillion above the 
Baseline. The debt-to-GDP ratio, already high from the cyclical rises of deficits and structural 
requirements of mandatory government spending, moves up even more, by 2012 six percentage 
points above the Baseline and at the end of the simulation horizon in 2018, 13.5 percentage 
points higher. Thus, the gross debt-to-GDP ratio of the United States moves quite a lot higher, 
reaching over 100%, a figure not seen since W. W.il when this ratio exceeded 105%. Issues 
relating to long-term interest rates, the U.S. dollar, and changes in global economic power and 
wealth would be raised by this kind of result. 

No Obama Exit Plan is conjured up for the problem of rising deficits and rising debt off the 
hypothetical Economic Recovery Plan that was simulated. 

Deficit and Debt Prospects — Can the U.S. Afford AH of the Stimulus In-Process and 
Planned? 

Under virtually all circumstances, the prospects are for record-high U.S. federal government 
budget deficits and gross public debt outstanding relative to GDP. The deficit and debt burdens 
of the federal government are rising sharply and will do so under almost any scenario currently 
plausible for the U.S. economy and financial markets. 

Why is this so? 

One reason is cyclical — an economic downturn that arguably will be the worst since the 
1930s. The loss in tax receipts and increases in federal government spending as a result are a 
major reason for the recent sharp deterioration of U.S. Government finances. Over the first 
quarter of the fiscal year, the cumulative federal budget deficit was approximately -$485 billion. 
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The Baseline estimate for FY2009 is -$!.4 trillion. The declines in tax receipts also include a 
huge drop in capital gains taxes and in capital gains realizations given the 40% decline in the 
U.S. stock market during 2008. Capital gains realizations on residential real estate also are 
declining. Capital gains tax receipts can cause sharp swings in the federal budget deficit or 
surplus. 

Second are the mandatory entitlements spending of the federal government for retirement, 
Medicare, and Medicaid. With an aging population, more Social Security retirees, rising costs of 
health care and in the numbers of beneficiaries, this category of government outlays is perhaps 
the biggest source of the structural budget deficits going forward that also will reach record 
highs. 

Third Is the outlays occasioned by federal government support of the financial system in such 
programs as the Troubled Asset Relief Program (TARP), nearly $300 billion of which has been 
spent since October. Expenditures for Iraq and Afghanistan also underlie the federal budget 
deficit and its deterioration. 

Tax reductions over 2001 to 2005 from the Bush Administration are contributing to the 
deficits as well. But the biggest swing currently has to be cyclical and from the use of taxpayer 
monies to support the financial system. 

Table 1 1 shows the Decision Economics, Inc. (DE) deficit projections on a Baseline scenario 
extending out to 2019. The Baseline projections reflect average annual growth in real GDP 
beyond 2011 of 2-1/2% to 2-3/4% per annum. The unemployment rate averages near 6%. 
Inflation, measured by the CPI, runs in the 2-1/4% to 2-1/2% range. This Table does not assume 
an Obama Economic Recovery Plan. The federal government support programs for financial 
institutions and the financial markets are included in these estimates. 

A worse recession or 1930s-Iike result would make these Baseline figures considerably 
worse; a “V’Mike upturn would lead to improvement. But, even here, the deficits and rising 
debt-to-GDP ratios would persist. 

Table 12 shows the resulting deficits under approximately an $800 billion Economic 
Recovery Program along the lines simulated earlier. Here, the deficits soar even higher, much 
higher, in fiscal years 2009 to 201 1 and exceed $1 trillion for nearly ail of the next decade. 

The debt implications are striking with gross federal debt as a percent of GDP rising from the 
current approximate 70% to over 100% in 2016-to-2019. These figures match W.W.II levels. 
Debt held by the public, which excludes holdings of the debt by the federal government, rises 
similarly to record-highs between 75% and 80%. 
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Table 11 

DE Budget Baseline— 2008-2019 
(Bils. Unless Otherwise Noted, Fiscal Years) 



Actual 

2008 

2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

DE Deficit 

-455 

-1408 

-1167 

-721 

-656 

-685 

-727 

-806 

-906 

-104 

-1127 

-1259 

% of GDP 

-3.2 

-9.8 

-7.8 

-4.5 

-3.9 

-3.8 

-3.9 

-4.0 

-4.4 

-4.7 

-5.0 

-5.4 

Receipts 

2524 

2382 

2236 

2727 

2898 

3090 

3261 

3406 

3554 

3718 

3579 

4047 

% of GDP 

17.7 

16.6 

14.8 

17.1 

17.2 

17.3 

17.5 

17.4 

17.4 

17.4 

17.3 

17.2 

Outlays 

2978 

3975 

3292 

3448 

3553 

3776 

3988 

4212 

4459 

4723 

4006 

4306 

% of GDP 

20.9 

26.4 

21.8 

21.6 

21.1 

21.2 

21.4 

21.5 

21.6 

22.0 

22.3 

22.6 

Gross Federal Debt 

9986 

11789 

12710 

13569 

14373 

15202 

16066 

16998 

18013 

19112 

20315 

21630 

% of GDP 

70.2 

82.2 

84.2 

85.0 

85.2 

85.3 

86.1 

87.0 

88.0 

89.2 

90.6 

92.1 

Deficit Held by the Public 

5803 

7457 

8177 

8832 

9427 

10049 

10710 

1 1444 

12270 

13188 

14219 

15373 

% of GDP 

40.8 

51.9 

54.2 

65.3 

55.9 

56.4 

57.4 

58.5 

60.0 

61.5 

63.4 

65.4 


Actual 

2008 

With 

2009 

Table 12 

DE Budget Baseline— 2008-2019 
an Economic Recovery Plan of About S800 Billion 
(Bils. Unless Otherwise Noted, Fiscal Years) 

2010 2011 2012 2013 2014 

2015 

2016 

2017 

2018 

2019 

DE Deficit 

-54 

-1825 

-1272 

-1092 

-974 

-1006 

-1035 

-1117 

-1243 

-1578 

-1524 

-1589 

% of GDP 

-3.2 

-12.7 

-8.4 

-6.8 

-6.6 

-6.6 

-6.5 

-6.7 

-6.1 

-6.4 

-6.8 

-7.2 

Receipts 

2524 

2183 

2295 

2521 

2704 

2899 

3074 

3228 

362 

3511 

3672 

3631 

% of GDP 

17.7 

15.2 

15.2 

15.8 

16.0 

16.3 

16.5 

16.5 

16.4 

16.4 

16.4 

16.3 

Outlays 

2978 

4007 

3571 

3615 

3678 

3906 

*4107 

4338 

4605 

4890 

5195 

5520 

% of GDP 

20.9 

27.8 

22.8 

22.7 

22.6 

21.8 

21.9 

22.0 

22.2 

22.5 

22.8 

23.2 

Gross Federal Debt 

8986 

12137 

13495 

14668 

15742 

15842 

17967 

18161 

20462 

21671 

23410 

25088 

% of GDP 

70.2 

84.4 

89.4 

91.9 

93.3 

94.5 

96.2 

98.0 

100.0 

102.1 

104.3 

106.8 

Deficit Held by the Public 

5903 

7838 

9036 

10035 

10924 

11844 

12789 

13811 

14950 

16207 

17835 

18157 

% Of GDP 

40.8 

54.5 

59.8 

62.9 

64.8 

66.4 

68.5 

70.7 

73.0 

75.6 

78.5 

81.6 
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The deficit and debt prospects under almost under scenario are daunting, with deficit-to-GDP 
and debt-to-GDP ratios not seen before in a G-7 country. This territory is uncharted with no real 
historical analogue to this kind of financial situation for a major global economic power. 

The deficit and debt prospects cannot be benign, however. Sometime during the next several 
years the U.S. economy will recover and inflation begins to pick up. The deficits in-process and 
to-come from policy stimulus by the federal government and Federal Reserve set the path of debt 
accumulation on a very high plane. With potential economic growth much lower than 
historically, debt will be rising faster than GDP, burdening future generations with interest 
payments, financing and repayment that almost certainly will lead to much diminished U.S. 
economic growth, on average, and a reduced standard-of-living. 

The answer to whether the U.S. can afford all of the initiatives on its wish list — economic , 
societal, defense, and otherwise — is no! 

Financial Market Effects of Rising Deficits and Debt 

The rising federal government deficits and outstanding debt of the federal government most 
certainly will result in some sort of restraint on U.S. economic growth, a potential reinflation, or 
both in the years ahead. 

The financing of these prospective deficits, debt, and the rolling over of outstanding 
indebtedness will result in a huge volume of Treasury financing in the quarters and years 
ahead — dwarfing anything seen in U.S. history including the huge Treasury financing of the 
Reagan years and in the recent years of the Bush Administration. 

The current situation is one of a shortage of U.S. Treasury securities given the “safe haven” 
nature of U.S. federal government debt in the eyes of U.S. citizens and around-the-world. 
Despite the current economic situation and prospects for rising deficits and debt, the U.S. dollar 
has done well against most major currencies except the yen, benefiting from safe haven status 
and the distress, both economic and financial, that other major countries are facing. 

However, the U.S. is contemplating larger fiscal stimulus and providing more support to the 
financial system through the Federal Reserve than most other countries so that the financial 
exposure of the U.S. Government is greater. 

At some point, when some sort of cyclical recovery occurs in the U.S. and elsewhere, the 
dollar and U.S. Treasury securities will no longer be a safe haven repository for investors from 
around-the-world and the demand for U.S. Treasury securities will diminish. There already are 
signs of this happening. 
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The huge financing necessary will have to be done by U.S.-based investors out of savings, 
meaning less spending. It is almost inconceivable that other countries, whether China, Russia, 
Japan, the Middle East oil-producers, or others will allocate as much investment to U.S. 
Treasuries as previously, especially at such low rates of return. 

Interest rates will have to rise and the dollar decline to equilibrate the demands and supplies 
for U.S. Treasury securities and the U.S. currency, suggesting a weaker stock market and less 
U.S. economic growth. Higher interest rates than otherwise and a weaker stock market with 
perhaps less investments into the U.S. for other areas as well suggests that U.S. saving from 
households and businesses will have to rise to absorb the financing of these huge deficits and 
accumulated debt. 

Of course, the Federal Reserve can always buy and absorb the Treasury securities, especially 
given the low proportion of Treasuries in its portfolio currently. But, once the global economy 
has recovered, the purchasing and absorption of large volumes of Treasury securities by the 
Federal Reserve would be inflationary, contributing to higher inflation, less purchasing power, 
and less U.S. real economic growth. 

Once a country has iocked-in deficits and accumulating debt along with the repayments, 
rolling-over, and interest on that debt, less is available for productive use and a step down the 
line of diminished economic power and wealth has been taken. 

The financial markets would be the principal focal point for the time when the soaring 
deficits and debt of the federal government would tip the U.S. toward another downturn or 
simply much less trend growth and a diminished standard-of-living. 

Possible Actions 

What actions, or options, are available to deal with the prospect of rising deficits and rising 
debt and the burdens presented on the U.S. economy, economic growth, and U.S. economic 
performance prospects? 

There are some choices — none really pleasant. 

1) Do nothing— simply let economic and financial market forces take their course. In this 
situation, the deficit and debt burdens would be much as is shown in the DE Baseline prospect. 
However, this is hardly an option and does not deal with the problem of creditworthiness for the 
U.S. Government and the financial fragility embodied in the projections shown above. 

2) Provide less fiscal stimulus in response to the current situation and let the economy 
languish more than it might otherwise, or a stretching-out of the $800 billion-or-so economic 
stimulus program that is emerging in Washington. Massive fiscal stimulus along with all the 
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other financial requirements of the U.S., including for health care and for an aging population, 
would simply have to be unsatisfied and could be spread over time to slow the pace of growth in 
the deficits and debt to allow more rapid growth in the economy and thus a balancing of the 
deficit-to-GDP and debt-to-GDP ratios. 

3) Change the composition of the fiscal stimulus — more on tax reductions than increases in 
government spending. Lower taxes historically provide more stimulus to the private sector and 
U.S. equity markets than does federal government spending. Focusing on tax cut stimulus that 
might lead to higher asset prices — for example, on real estate and stocks — could help increase 
tax receipts through greater capital gains realizations which are lacking now. The incentive 
effects of marginal tax rate reductions and increase in real aftertax returns to investors have been 
a major source of expansion in the U.S. economy. Heavy emphasis on federal government 
spending historically has not produced the same results as reductions in individual and business 
taxes. 

4) Actions to raise taxes to close the gap and slow the accumulation of debt is a possibility, 
necessary earlier rather than later since debt will continue to grow on every increase in the 
budget deficit with interest payments on the debt requiring more debt financing as well. 

Raising taxes on upper income families is one possibility. Eliminating the carried interest 
contingency is yet another. Changing the tax system and instituting a VAT with exceptions is 
yet another possibility. But, tax increases, while helping to close the budget gap and to slow the 
growth of debt, would restrain an already restrained economy from growing faster. 

5) PAYGO for the longer-run and/or phase-out of tax and spending stimulus — the fiscal 
stimulus likely to emerge from Washington could contain in its legislation mechanisms that 
would provide for a sunsetting of both spending and tax stimulus and a reinstatement of PAYGO 
for over a multiyear basis. Legislating PAYGO has worked before but is difficult to do. 

6) Expenditure reductions — the preferred way to keep the federal budget deficit down and to 
slow the growth in federal government debt. Reductions in wartime expenditures, for example 
on Iraq and Afghanistan, more efficient government spending, and most importantly coming to 
grips with the spending related to retiring Americans and health care would be desirable. This is 
perhaps the toughest problem of all, but health care costs and health care inflation may perhaps 
be the biggest reason for large budget deficits. 
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7) Fixing Social Security is relatively easy, by changing the index used for cost-of-living 
adjustments and raising the retirement age. Health care costs are another issue, however. Here, 
setting up a Bipartisan Commission to deal with this issue would be advisable. 

8) Possible alarm over nothing with the Federal Reserve absorbing the bulk of the increase 
in Treasury issues in a slack economy where inflationary pressure will be slow to develop. 

Whatever actions might be possible, the looming federal government deficit and debt 
problems need attention and the sooner the better. No nation can run unlimited federal budget 
deficits and get through large debt burdens without economic pain and adjustments. Actions to 
forestall and circumvent a federal government debt crisis before it happens would be well- 
advised. 
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Chairman Conrad. I am thinking about whether I should say 
“thank you.” That is pretty sobering testimony, but it is really what 
I anticipated because we had a chance to review your paper from 
2004, and we will come back to the questioning round after we 
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hear from Dr. Holtz-Eakin, who I again want to welcome back to 
this hearing room and again thank him for his service to the coun- 
try. You know, those of us in politics rarely admit we were wrong, 
but I was wrong about Dr. Holtz-Eakin. I did not support his con- 
firmation, which I now regret because he proved himself to be a 
consummate professional at CBO. And, again, we welcome you 
back, Dr. Holtz-Eakin. 

STATEMENT OF DOUGLAS HOLTZ-EAKIN, PH.D., PRESIDENT, 
DHE CONSULTING, LLC 

Mr. Holtz-Eakin. Well, Mr. Chairman, thank you for the oppor- 
tunity to be here again, and it is great to be back with the Budget 
Committee, Senator Gregg, Senator Wyden. Thanks for the chance 
to talk today. 

I have said many times that you cannot say too frequently and 
too apocalyptically describe the long-term budget outlook of the 
United States. But having just listened to the two previous wit- 
nesses, I am not sure I want to repeat all the things that I have 
written down in my testimony. So let me just make a couple of 
brief points. 

The starting point for this discussion has to be the long-term 
budget outlook, which you mentioned in your opening remarks, and 
the driving force in that long-term budget outlook — the spiraling up 
of the debt-to-GDP ratio — is driven by the spending in Federal pro- 
grams. And there is no sensible and feasible way to tax your way 
out of that problem, and the notion that somehow you can resort 
to tax increases to solve this is simply misplaced. We have to recog- 
nize that it is a spending problem and recognize that, indeed, this 
is a threat to the United States. And it has been there for a while. 
We held hearings on it, and you are familiar with the basic prob- 
lem. 

It carries with it costs, some of which I think are pretty readily 
understood; others I think have missed recognition. Obviously, the 
more debt you have outstanding and the interest costs of servicing 
that debt limits flexibility in times of emergencies, such as the 
times we find ourselves right now. We have less flexibility than we 
otherwise would because of the debt outstanding. 

It also has direct economic costs that I will not belabor but which 
are real. It reduces the saving in the United States, reduces the 
wealth accumulation. That translates directly into inability to have 
higher standards of living, higher real wages for our workers, hurts 
our ability to compete around the world — all things that we are 
cognizant are happening, but seem to be unwilling to go back to 
some of the root causes, which are the large spending programs 
and the deficit accumulation that comes with it. 

And it also gets in the way of doing the very things we need to 
do. If you think back to recent discussions, independent of what 
you thought were the merits of various Social Security reform pro- 
posals a few years back, the transition costs, the large debt that 
one would have to incur to do those reforms, gets in the way of pur- 
suing those reforms. The same is true for tax reforms that we rec- 
ognize the need in the United States. It will be true for health care 
reforms, which are imperative in the United States. 
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The more debt we have outstanding, the less palatable those 
transition costs will be. It will be harder to do the things that ev- 
eryone in this room knows we need to do. And those are character- 
istics that have been around for a while, and now we find ourselves 
in a situation where we are laying on top of that the imperatives 
of the near-term economic outlook and addressing it. 

I want to just make the point that, you know, if we were to un- 
dertake a $1 trillion stimulus and increase the debt-to-GDP ratio 
by about 10 percentage points, if it was genuinely stimulus — by 
which I mean you turn it on and then turn it off, which is what 
stimulus is; that means cutting the spending back and raising the 
taxes; not to belabor the point, things that do not happen very eas- 
ily in this town. If you undid it immediately, it would take 5 years 
of average economic growth to get you back to where you started 
in terms of debt to GDP. So you have to put on hold necessary 
major reforms for something like 5 years, and that is if you do it 
on a textbook basis and do not continue to run up the debt. 

So this is a “high degree of difficulty” enterprise that is being 
discussed right now in the Congress, and I want to note that it will 
have implications for the ability to do other important reforms. 

I think that it is important to echo the point that Dick Berner 
made, that there is a distinction in my mind between stimulus, fis- 
cal policy of higher spending and lower taxes aimed at an indus- 
trial-style recession, and the financial market interventions to re- 
store the functioning of credit markets and other things. I am fo- 
cusing my remarks on the stimulus per se. 

Any near-term increase in debt that comes from stimulus should 
be paired with a clear, as Dick put it, “exit strategy” that will con- 
vey that the Federal Government is going to put itself on track to 
deal with the debt increase. And that will provide some confidence 
to global capital markets that would not otherwise be there. It has 
been a perennial puzzle as to why any international investor who 
ca look at the long-term budget outlook remains so confident in the 
creditworthiness of the U.S. Government. There is no reason why 
we should continue to simply hope it continues on without chang- 
ing. We should take steps to address it. 

What does that mean for the near-term rise in debt that is likely 
to come with stimulus? I think you do not make your problems 
worse. So, No. 1, you should not put into a stimulus exercise new 
spending programs that are not going to go away. You have to be 
realistic about the outlook, and this is not the place for 
downpayments of large new spending programs that are not going 
to be offset somewhere. And, instead, you want to focus on things 
that do go away, and there is a long tradition of automatic stabi- 
lizers, things like unemployment insurance, food stamps, supple- 
mental nutrition programs, which expand as the economy deterio- 
rates, but then also contract automatically as it improves. And to 
the extent spending is in this exercise, that is a great place to con- 
centrate it because you will get the exit strategy right automati- 
cally. 

I think that it puts a premium on tax cuts because we really 
know that we have a spending problem. If we are going to do 
things quickly, doing them on the tax side makes sense to me. And 
getting high-quality ones, again, is the goal in that. 
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And I also think it suggests that you ought to, as part of this exit 
strategy, think about issues like reforms to spending programs that 
improve their transparency. I like the idea of making sure that the 
bill is posted prior to any passage. People can scrutinize it clearly, 
see where money is going, what tax cuts they are, what spending 
programs they are. 

I like the idea of taking this opportunity to actually address basic 
problems in the budget process, notions of unrealistic baselines 
where we pretend that the Medicare program is going to automati- 
cally contract with draconian cuts to physicians. You know, we 
need to have an honest presentation of where we are with a level 
playing field between taxes and spending. We can come back and 
talk about that. I think that is something that ought to be part of 
this discussion — and, obviously, dealing with the entitlement pro- 
grams. It has been the elephant in the room for years. It remains 
there. We do need to come to terms with them, but doing that in 
the context of a budget process that is more functional. 

For example, it is a little thing, but I think it would send the 
right signal if the Congress passed the fiscal year 2009 appropria- 
tions bills and did the regular budget process in a timely fashion 
before it turned to this new exercise in writing checks, which, 
again, I just want to emphasize, are not without costs, and the sort 
of notion that somehow this is a costless exercise of $1 trillion is 
what I find troubling in a lot of the public discussion. 

So I want to echo some of the comments of the witnesses before 
me about how important this issue is. The obvious need for long- 
term entitlement reform remains the paramount issue, and 
layering on top of it a poorly executed $1 trillion deficit over the 
next couple of years is something that I would find very troubling. 

[The prepared statement of Mr. Holtz-Eakin follows:] 
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Mr. Chairman, Ranking Member Gregg and members of the Committee, I 
thank you for the privilege of appearing today to discuss the important issue of 
the federal debt. I would like to make three main points: 


• Federal debt outstanding is a reflection of economic policy choices, 
especially the decision to enact and expand spending programs. 

• The recent sharp rise in federal debt - and the likely further increase due 
to fiscal policies under consideration - is far from costless. This rise: 

o Reduces federal budgetary flexibility in the future, 
o Imposes lower standards of living on future workers and hinders 
U.S. competitiveness, and 

o Will likely prove an impediment to fundamental reforms of the tax 
code and entitlement spending programs. 

• Any necessary sharp, near-term rise in federal debt should be paired with 
an explicit strategy to address the underlying forces driving up federal 
spending, thereby stabilizing and reducing the debt outstanding. 


Determinants of Federal Debt 

The Congressional Budget Office reports that at the conclusion of fiscal 
year 2008, federal debt in the hands of the public exceeded $5.8 trillion dollars, 
up from $4,8 trillion as recently as 2006. As a matter of accounting, federal debt 
outstanding is the cumulative amount by which federal outlays exceed federal 
revenues - generating annual budget deficits - and the interest costs on past 
debt. Thus, the rise in the federal debt outstanding perse is not a policy issue. 
Instead, debt outstanding is a reflection of underlying policies: 
o The decision to spend , and 
o The decision on when to tax. 

The most important decision is the decision to enact spending programs. 
Federal spending programs consume and transfer economic resources. Once 
government decides to undertake $1 of federal spending, it must necessarily 
acquire control of $1 to finance that spending. For this reason, federal spending 
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is a straightforward and reasonable measure of the burden of the federal 
government. 

Recent spending developments are illustrative. In 2008, federal spending 
totaled roughly $3 trillion dollars, or 20.9 percent of Gross Domestic Product 
(GDP). The Congressional Budget Office projects that without full funding of the 
costs of military operations overseas or new legislation, spending will rise to $3.5 
trillion in 2009. At the same time, the federal debt in the hands of the public is 
projected to rise by $5.8 trillion to $7.2 trillion, or from 40.8 to 50.5 percent of 
GDP. 

These recent spikes in new outlays are layered upon an already-bleak 
long-term outlook for federal spending. As documented in a series of Long-Term 
Budget Outlook reports by the CBO, if current demographic trends, health care 
spending growth, and federal mandatory program rules for Social Security, 
Medicare, and Medicaid are left unchanged, spending is projected to raise 
explosively in the future, and the federal debt accordingly to spiral beyond 
control. 

Of course, federal debt need not necessarily rise with new spending 
programs. Again, that outcome is the result of decisions with respect to spending 
and tax policy, lawmakers could choose to shift resources - reducing spending 
in other areas to accommodate new spending. There is little in the history of the 
federal budget that shows this strategy at play on a significant scale - overall 
spending rises even as new policy initiatives ranging from military operations to 
Medicare benefit enhancements to financial market stabilization are undertaken. 

Finally, policymakers could prevent a rise in the debt by raising taxes, 
using the tax code to take command of the necessary resources to meet the 
spending needs. But the decision to borrow the necessary funds simply means 
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that the taxes are deferred, not avoided. As interest costs accrue and principal 
payments come due, taxes will have to rise to meet these obligations . 1 

In sum, rising federal debt has its roots in decisions to increase federal 
spending without offsetting reductions in other outlays and to defer the 
imposition of taxes to a later date. Fundamental changes to the outlook for 
federal debt cannot be achieved without fundamental changes to the foundations 
of budget policy. 

The impact on financial markets is an important element of using debt to 
finance federal policies. In particular, the sale of Treasury instruments competes 
in a global marketplace witli an enormous array of household, corporate, quasi- 
governmental, sub-federal government, and sovereign financial instruments. 

The availability of alternatives imposes a discipline on federal debt management 
- offerings must offer a sufficiently competitive combination of risk and return to 
attract the needed funds. 

Investors assess such offerings by evaluating the risks of asset price 
declines or outright defaults. In both instances, the primary concern is that 
future new issuances of debt will be so large as to dramatically drive down prices 
or actually exceed the ability of the government to honor the debt contracts. 
Mechanically, investors can arrive at this conclusion only if they anticipate ever- 
rising spending beyond the ability or willingness of a government to impose the 
taxes to finance it. 

A good metric for evaluating the risks is the ratio of federal debt in the 
hands of the public to GDP. Debt in the hands of the public measures the need 
by the Treasury to attract resources for spending not financed by taxes . 2 GDP is 
a broad measure of the capacity of the U.S. economy to generate income, and 
thus the pool of resources available to be taxed and either service or retire the 
debt. 


1 Of course, spending could be cut to make room in the budget to pay interest or principal 
obligations. 

2 In contrast, the gross debt includes Treasury securities held by entities within the government. 


3 



159 


Notice that tax cuts or spending increases - other things held constant - 
increase the debt and raise the ratio. However, to the extent that these policy 
changes are pro-growth, they also will increase GDP in the denominator. That is, 
the ratio captures both the benefits and the costs of debt-inducing policy 
changes. 

Concern about the outlook for U.S. federal debt centers on the projected 
rise in federal spending over the next several decades. For example, the most 
recent CBO long-term outlook projects a rise of 15 percentage points in the debt- 
to-GDP ratio between 2009 and 2050? This occurs despite the fact that taxes 
are assumed to be raised from 18.7 to an unprecedented 23.5 percent of GDP, 
and the anti-growth impacts of this 25 percent expansion of the tax share are 
excluded from the analysis. In contrast, with different revenue assumptions - 
taxes held to a more modest rise to 19.4 percent - debt explodes by 256 
percentage points over this horizon. 

At what point do participants in global capital markets suffer an erosion of 
their confidence in the future viability of U.S. securities? Unfortunately, there is 
no magic "bright line" numerical cutoff for the debt-to-GDP ratio that signals a 
safe harbor below or threat above. Instead, the fundamental evaluation is 
whether global capital markets believe in the fundamental rough balance of the 
future of budgetary policies. 

Costs of Federal Debt 

As noted earlier, spending measures the basic burden of the federal 
government. 3 4 Federal debt shifts the financing of that burden from the present 
to the future. In doing so, it imposes additional costs. 


3 This analysis pre-dates, and thus does not incorporate, the recent sharp receipts decline, 
spending increase, and rise in federal debt 

4 A more extensive discussion of this is contained in CBO Director Douglas Hoitz-Eakin, "The 
Economic Costs of Long-Term Federal Obligations," Committee on die Budget United States 
Senate February 16, 2005. 
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To begin, larger outstanding federal debt necessarily means that the 
federal budget will carry with it larger interest costs. These mandatory outlays 
will cut into the ability of the Congress to manage the composition of overall 
spending, reduce flexibility, and impair the ability of future Congresses to 
address unexpected budgetary challenges. 

Because debt shifts financing of outlays from the present to the future, it 
also shifts the distortions of taxation to the future as well. With higher taxes 
inevitably come interference with decisions on schooling and skills acquisition, 
occupation, work, hours, entrepreneurship, saving, portfolio allocations, and the 
many other aspects of economic life. If debt serves to keep taxes lower on 
average by shifting the burden of taxes to offset a temporary spike in spending, 
average efficiency is improved. In contrast, if debt defers taxes on permanently 
high or rising spending, the damage to the economy is higher on average and 
focused on the younger generations. 

On average, federal borrowing lowers national saving, and thus cuts into 
the national wealth accumulation that finances a higher standard of living for the 
future. In this way, a debt is burden on capital accumulation, productivity 
growth, and the real compensation of workers in the future. In a global 
economy, these effects also diminish the ability of the United States to compete 
effectively on open, world markets and directly expose our firms to greater 
import and export competition. 

Finally, a large, outstanding public debt likely raises a hurdle against 
much-needed fundamental reforms in the United States. Over the past decade, 
discussions of fundamental tax reform. Social Security reform, and health care 
reform have often foundered over the transition costs - necessarily financed by 
public borrowing - of reform proposals. To the extent that this remains true, 
higher near-term borrowing acts as a barrier to much-needed reforms in the 
U.S.. 
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P rincipl es for Debt Manage ment in The C u rrent Eco nomic Cl imate 

The fairly straightforward discussion of policy options for addressing the 
federal debt is clouded by the policy imperatives of responding to dramatic 
financial market distress and a sharp economic downturn. It is imperative that 
the federal budgetary response to these events be developed in the context of a 
strategy of budget process and policy changes to address the fundamental, long- 
run spending growth that feeds explosive debt. President-elect Obama is to be 
applauded for his recognition of this facet of challenge, and I implore the 
Congress to place this at the center of its deliberations. 

How does "stimulus" fit into the debt discussion? In principle, stimulus 
represents a one-time increase in the debt as taxes are cut and/or spending is 
increased temporarily. In the current context, discussions center around a 
stimulus effort that would raise the debt-to-GDP ratio by about 10 percentage 
points. If stimulus works well - again, in principle - GDP would rise more (or fall 
less) than otherwise, muting the increase in the debt-to-GDP burden. Finally, 
when the temporary stimulus is withdrawn, further rises in debt abate. 

What are the consequences of this exercise? Assuming that the basic 
growth rate of the economy is roughly 2.5 percent, a one-time rise in the debt- 
to-GDP ratio of 10 percent can be offset over five years of average growth. Put 
differently, one price of the stimulus exercise is that fundamental changes to the 
level of spending and taxes (unless paired) have to be put on hold for five years. 

Clearly, in addition to a large financial and borrowing cost, stimulus carries 
with it a potentially large costs in terms of restrictions on future policies. In light 
of this, it seems sensible to evaluate stimulus in these terms - in addition to the 
obvious need to help an economy that is dearly struggling and workers who are 
facing tough times and have lost jobs. 

A first principle, then, is that the stimulus effort should avoid new policies 
that creating new spending programs. From a debt perspective, these types of 
programs would exacerbate the underlying spending growth that is feeding 
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unsustainable debt projections. From a political-economy perspective, bringing 
to a stimulus exercise new programs about which there is little consensus likely 
would (and should) prolong debate and slow implementation. 

Finally, from an economic growth perspective, to the extent that there are 
productivity-enhancing investments that will provide economic returns in excess 
of their financing costs, then these are the types of activities that the federal 
government should undertake regardless of current economic conditions. The 
empirical regularity that the large majority of these kinds of federal spending 
proposals do not make the grade outside of times of economic duress casts 
doubt on their claim to pro-growth status. Moreover, it would make sense to 
find budgetary resources for these investments by reducing spending elsewhere. 
To make the point starkly: if infrastructure investments will help the economy, in 
general, and the blue-collar, middle class, in particular, why should these not be 
financed by reductions in the entitlement benefits of the affluent? 

A corollary to avoiding permanent new spending is that spending 
increases should be concentrated in fortifying the "automatic stabilizers." 
Programs like unemployment insurance benefits, food stamps (Supplemental 
Nutrition Assistance Program) and so forth automatically increase in scale during 
economic duress as more Americans qualify for benefits. These kinds of 
programs offer two advantages. First, they expand upon need, are tuned to the 
economic conditions on the ground, and minimize the traditional risk of arriving 
too late to be effective. Second, they automatically shrink as conditions improve 
- guaranteeing their temporary nature. Neither of these advantages are present 
with new spending programs, even seemingly-modest "down payments" on 
future programs. 

A second principle is that the focus should be on tax reductions. 

Moreover, because temporary tax reductions are largely saved, any tax relief 
should be as long-term as possible, reduce taxes on pro-growth activities, and 
eliminate uncertainty about the future of tax policy. To the extent that these tax 
changes are steps toward a fundamental reform, the additional debt would 
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implicitly finance these transition costs as well. For example, the U.S. code 
continues to impose a double tax on dividend income, the corporation income 
tax rate places U.S. firms at a competitive disadvantage, and the year-to-year 
uncertainty of the research and experimentation tax credit undermines its 
economic intent. Each could be rectified in the near-term as steps toward a 
more integrated and efficient tax code. Similarly, the payroll tax is widely 
recognized as imposing a burden on workers and interferes with labor market 
incentives at a time when getting people to work is a priority. Reducing the 
payroll tax would raise issues regarding the structure and finance of retirement 
programs, but these issues must be resolved in any event. 

A third principle is that the effort should provide clear signals to financial 
markets. This should occur in three ways. First, the programs should be 
transparent and document the economic impacts. I favor the notion that 
earmarks should be banned from such legislation, and that the legislation itself 
should be available electronically for public scrutiny for a substantial period prior 
to vote. The market could easily assess, then, the economic character of the 
policies. 

Second, markets should be able to assess what is being gained for such a 
significant commitment of federal funds, and its economic impact. I applaud the 
recent publication by Jared Bernstein and Christina Romer of their analysis of a 
prototype stimulus. One may or may not agree with the numbers, but it shows 
the path of the economy without stimulus, the path with stimulus, and the 
benefits of stimulus. It has the ingredients needed to assess the net benefits. 

Thirdly, I believe that it is important that the effort convey to markets a 
clear path to stabilizing and reducing the debt burden. It would be useful if any 
stimulus legislation itself contained provisions that ensured a reduction in future 
debt as the economy improved. Moreover, if the effort is nested between timely 
completion of FY 2009 appropriations and imposition of improved spending 
controls, the market may reward a strengthening of overall budgetary integrity. 
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Thank you again for the opportunity to appear today. I look forward to 
your questions. 


9 

Chairman Conrad. Thank you. Thank you for your thoughtful 
testimony, Dr. Holtz-Eakin, and, again, welcome back. 

Dr. Sinai, I would like to go back to that paper that you wrote, 
co-wrote in 2004. In that paper you warned of the risk of a funda- 
mental shift in market expectations and the loss of confidence that 
could occur when large, unsustainable budget deficits are projected. 
You stated, “It is impossible to know when this type of funda- 
mental shift in market expectations might occur.” But you noted 
that, “If such a shift does occur, the consequences of the resulting 



165 


fiscal and financial disarray would be substantially more negative 
than the standard projections of sustained budget deficits would 
predict.” 

That really caught my attention because, as I have discussed 
with economists of every philosophical stripe in these recent weeks 
and months, it has come back to me over and over that we are in 
uncharted territory here, that nobody can be certain of what the re- 
action might be once recovery is underway and all of these treas- 
uries have to be rolled over, and the United States may find itself 
in an extremely difficult situation with respect to financing this 
debt. 

Could you help this Committee better understand what you see 
as the potential risk? What are the implications of that risk? 

Mr. Sinai. Well, I think in the last of your comments, you really 
have it right because we will have a recovery in the U.S. economy 
and in the world economy probably in 2010 of some sort. And then 
if you put yourself at that time and look at — as Doug reminds us, 
once you build in through increased deficits the debt that goes with 
it, the deficits might come down some, but the debt is still there 
and it keeps accumulating. And depending on the pace of growth 
of GDP, you have an increasing burden, along with the interest 
charges on it. And in a recovery, interest rates would go up, so the 
interest charges on that debt would be bigger. And if you were to 
step back and just play a hypothetical game, what would the world 
look like, you would look at a country with — for the G-7 countries, 
perhaps ex Japan, the most exposed government financial situation 
of any in the history of mankind with regards to deficits and debt 
to GDP and the interest charges on that debt, a country hamstrung 
for this reason and unable to spend the money — because it is not 
there — to do some of the major societal things we need to do. Just 
no leeway. We probably would have very little foreign exchange. 
We do not have much foreign exchange surplus now. 

Around the world, you would probably look at a country like 
China right now with huge amounts of foreign exchange, so far, so 
far as we can tell, doing a lot of good things on policy, probably 
going to have a recession but nothing like what is going on in other 
countries. Now the third largest country by the bean counters, ours 
as well, in the world, dominating Asia, and looking ahead asking 
if I am an investor, where do I put my money. 

Now, many of these countries have sovereign wealth funds. 
Those countries that have developed huge foreign exchange sur- 
pluses over the years, and because of our current account deficits, 
we have not. And so they are going to have to invest those moneys, 
and they will look around the world, and we will have a much 
greater supply of treasuries out there in the market. Where will 
they invest? Their charge is to get competitive returns. Well, even 
if the Federal Reserve buys all our treasuries and keeps interest 
rates low — those returns will be very low — they will not be there. 
We will have to buy it. And if we have to buy it in this country, 
then we have to save to buy it. We cannot spend. And if we do not 
buy it, interest rates go up. The stock market goes down. And that 
reverberates. Getting to how does this work, it reverberates back 
on hamstringing the economy. Financial institutions do poorly on 
situations of rising interest rates and falling stock prices. Look at 
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where we are now. Balance sheets of financial institutions shrink. 
Our financial system, however it looks at that point, will be com- 
promised. 

In the U.S., if you step back and look at it, in that situation it 
is a bit of a caricature comment. We will look like a banana repub- 
lic. 

Chairman Conrad. You know, I wish, Dr. Sinai, that every col- 
league of ours in the House and the Senate, and I wish every 
American could hear the description you just gave, because what 
you have just done is connect the dots for people. What happens 
if certain things occur? What is the effect on the economy? 

You know, I guess one of my greatest frustrations is around here 
people look at all this, many of my colleagues — I just get the sense 
that this is just numbers on a page and it is not connected much 
to real people’s lives; and those of us who raise these concerns are 
almost seen as somehow in some other-worldly state in which we 
are not really connected to real people’s lives. 

This is connected to real people’s lives. This is not numbers on 
a page. And all those people — I have colleagues say to me, ‘You 
know, Kent, when you talk about being concerned about these defi- 
cits and debt, you do not seem to be concerned about what is hap- 
pening to that guy out there that is losing his job and cannot make 
the car payment, cannot make the house payment.” 

And there is a disconnect — I really feel it very strongly here — be- 
tween what we are doing as a country here in terms of our fiscal 
policy and our monetary policy and how it affects real people’s 
lives. These things are directly connected. 

If anybody thinks this stuff is just numbers on a page, they 
have — if you are right, Dr. Sinai, if you are right, Dr. Berner, if you 
are right, Dr. Holtz-Eakin, they are in for one hell of a surprise. 
And it is not going to be a happy one. 

Let me just go quickly. In the Outlook section of the Washington 
Post this last weekend, there was an article written by a Greg Ip 
of the Economist magazine — I do not know if you saw it — talking 
about the issue of U.S. Federal debt. And after discussing other 
countries that have defaulted, the article stated, “...it would be ri- 
diculous to put the United States in the same company as Russia, 
much less Zimbabwe. Nonetheless, even if Washington never de- 
faults, it can still suffer if questions about its ability to repay affect 
its creditworthiness and thus its cost of borrowing.” 

He went on to say and conclude, “The best way to keep those 
chances remote“ — that is, of a default or the harmful effects of 
doubts about the creditworthiness of the United States — “is for pol- 
icymakers to vow to get the deficit down once the recession is 
over — and mean it.” 

I would ask each of you, what is your reaction? Do you agree 
with that assessment? Or what is your reaction, Dr. Berner? 

Mr. Berner. Thank you, Mr. Chairman. I do agree with that as- 
sessment, and I would just enunciate principles that I think are 
pretty familiar to you that we need to tell voters we have a serious 
fiscal problem and a limited time in which to deal with it. And in 
that regard, your recommendation with Senator Gregg for a bipar- 
tisan fiscal task force I think could be an important platform for 
making that known. 
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You must elevate the issue and make it tangible. You must com- 
mit to realistic goals and a rough outline and the game plan need- 
ed. A promise is one thing, but I think people want to see some 
concrete and specific ideas of where we are headed. 

I share Doug’s concern that the budget process is broken. We 
need to fix it. We need to work with the administration to break 
down the compartmentalized decisionmaking that seems to hold 
nobody accountable in the budget process. 

I agree with Doug it would be great if we could get bills passed, 
if we could show that the budget process is once again working. We 
have to be honest about the numbers that we use instead of using 
numbers that people can question. 

The discipline in PAYGO I think would be an important thing to 
reinstate. I think people have to be willing to put all options on the 
table, and last but not least, you know, if there are, let us hope, 
some revenue windfalls, do not spend them. If there are savings 
from budgeted programs, let us not look at that as a kitty into 
which we can dip. We should save those and use them to make a 
credible commitment to really bring the debt and the deficit down. 

Chairman Conrad. Thank you. 

Dr. Sinai, what do you say about Mr. Ip from the Economist, his 
assessment? 

Mr. Sinai. I think balancing the budget in some sense over the 
business cycle is a good framework. Business cycle downturns can 
last a long time, a short time. When you are on an upswing, you 
will get a lot of surprises and revenues that will make life easy. 
The discipline in spending that Doug talks about throughout ups 
and downs in the business cycle is absolutely essential. That has 
been missing for years here. I think it is going to be missing even 
in this economic recovery program in the hurry-up fashion and the 
panic over what is, arguably, a very bad economic and financial sit- 
uation. It is almost as if no one is asking how much anything is 
costing. The moneys are being spent by the Government at the tax- 
payer’s expense, without as much thought as I would like to see go 
into it with regard to the longer-run issues and by-product of what 
we have to do in the near term. 

So the bipartisan commission one setting a fiscal framework in 
the new world that the U.S. lives in, globalized world, makes some 
sense. And thinking of a balanced budget framework over the 
course of time, and in advance — and I do not have detailed answers 
other than PAYGO, but in advance, building in triggers that would 
reverse stimulus as certain conditions arose and having that part 
of legislation so that Congress gets stuck, as they did when we did 
PAYGO; they had no choice, is a way to go. 

Chairman Conrad. If I could just say this: I am a strong advo- 
cate of PAYGO, but to me this is way beyond what PAYGO can do. 
PAYGO is a tool, certainly an imperfect one, as Senator Gregg has 
reminded us of many times. But it is a tool. But what to me is re- 
quired here are policy changes. We have entitlement programs the 
promises of which simply cannot be kept. And we have a revenue 
system that, too, I think is broken, badly out of date, largely writ- 
ten 50 years ago, and we are in a totally different world. We have 
a tax system that was written when the United States was domi- 
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nant, and we did not have to worry about our international com- 
petitive position. Now we do. 

If one were going to write a tax system in light of the United 
States being in a tough, competitive circumstance, we certainly 
would not write this one. 

Dr. Holtz-Eakin, what is your reaction on this notion that we 
have to — once we get through this current downturn, we have to 
pivot and get serious about the long-term imbalances? 

Mr. Holtz-Eakin. I think it is dead on the mark. But as you do 
the pivot, I — you know, Greg Ip suggested balance the budget. I 
would suggest that, you know, the first thing, find ways to turn off 
the spending you have turned on, whether that is sunsets or the 
structure of the programs themselves; and, second, you pivot to re- 
ducing Federal spending in the long term. That is the problem. 
And balancing the budget is not the same thing as addressing the 
long-term spending problems, so you have to find a pivot that says 
that if you are going to put something on the books that is longer 
in duration than, say, a year, it has to come at the expense of these 
commitments for long-term entitlement spending. And that is say- 
ing something that is arithmetically easy and politically, you know, 
as difficult as you can imagine. I know that. But that is the only 
way you will convey to financial markets that you are not going to 
allow the debt to continue to rise, and that is the only way, as a 
result, to build confidence as opposed to simply try to hold onto 
what we have. 

Chairman Conrad. Senator Gregg. 

Senator Gregg. Thank you, Mr. Chairman, and I thank the 
panel for being so blunt and stark, because I think we need to be 
blunt and stark. 

I noticed Dr. Berner, that you suggested that the stimulus pack- 
age should have at its core not spending or tax cuts, but a restruc- 
turing of mortgages. Is that what you are proposing to get to the 
bottom-line real estate issue and also a restructuring of the bad 
debt structure of our banking system? Is that correct? 

Mr. Berner. Senator Gregg, my proposal would be to help clean 
up the balance sheets of our financial institutions. They need to be 
able to raise private capital and get back on their feet. To some ex- 
tent, that is going to involve liquidating some of the institutions 
that are insolvent, without any question. And the sooner we can 
get on with that process, which is proceeding very, very slowly, the 
better off we will be in fixing the financial crisis and the recession 
that has resulted from it. 

Senator Gregg. How do you suggest you liquidate these institu- 
tions? 

Mr. Berner. Well, we have a well-established procedure set up 
by the FDIC. Prompt corrective action under the law that was 
passed back in the early 1990’s for liquidating institutions that are 
troubled really has, I think, given us a clear road map to do that. 

The problem with what we are doing right now is injecting cap- 
ital from the taxpayer into institutions. Without making strenuous 
efforts to clean up their balance sheets, the risk is that that capital 
will disappear in further losses and further impair our financial 
system and those institutions. 
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So our financial regulators and you and Congress I think need 
to be more aggressive about ring fencing the bad assets and about 
using the moneys that have already been allocated for that purpose 
to separate them from banks’ balance sheets and let the chips fall 
where they may. 

Senator Gregg. I would be interested in the panel’s views re- 
garding something Dr. Sinai talked about — the deflationary future 
here. There is a lot of talk that what the Fed is trying to do is ac- 
tively inflate the money supply. And it obviously is not taking hold 
because the economy is contracting so quickly. 

Do you think the Fed should be pushing an inflationary policy 
where they basically try to inflate our way out of this? 

Mr. Sinai. Our Federal Reserve is in a very tough position. It has 
two goals: sustaining the economy and price stability. And on the 
economic side, it is a dire situation. And the credit function has col- 
lapsed, the credit function is not working within the credit system 
and outside, to those who would borrow the money and spend. 

So I think essentially what the Federal Reserve is evolving to- 
ward is not only being a lender of last resort to banks — then it be- 
came a lender of last resort to primary dealers — it now is moving 
toward becoming a lender of last resort to the private sector, be- 
cause the private sector is not getting credit. And that is in line 
with the growth objective of the Federal Reserve, and for the mo- 
ment, putting aside inflation as a concern — because we have more 
deflation right now than we have inflation — it seems to be a prop- 
er — this part of the shifting of the weight on what they are doing 
seems to be proper. 

This is uncharted territory. I think without the actions the Fed- 
eral Reserve has taken with regard to funding the commercial 
paper market through an entity and funding the mortgage-backed 
securities market buying the debt of GSEs, and soon the $500 bil- 
lion levered — $200 billion levered program, $20 billion of taxpayer 
money from TARP, to the Fed, the bank. It is like a private sector 
bank. It is going to lend in the private sector, 3-year terms, make 
good loans. They will probably do a better job at it than many of 
our banks have done and will not take quite the same risk. So I 
am in favor of that. 

And I am in favor of the Federal Reserve extending what I call 
the American-style quantitative easing, because they cannot cut 
rates anymore, to buying treasuries in order to keep mortgage 
rates low and because somebody is going to have to buy treasuries 
someday when our Treasury issues all this debt. 

There is a long-term inflationary risk, and certainly there is a 
moral hazard issue with regard to this, but moral hazard and the 
long-term inflationary risk pales in comparison to the really awful 
economic and financial situation we see now in the world. And I 
think we have to give them leeway on this experiment. 

It is long-run inflationary. It is a central bank in a debtor coun- 
try doing incredible things to inflate their way out of the problem. 
It is the political system, the Government, in bed with the central 
bank and vice versa doing that, in the private sector doing deals 
to — and taking bad stuff on the balance sheet of the Fed. 

I do not know that there is another choice than this in the situa- 
tion. I was not there when all of this was concocted up. There are 
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always other choices. But I think we have to be supportive given 
the circumstances we face today of this move — moves by the Fed. 

Mr. Holtz-Eakin. I just want to echo the closing part of that, 
which is it is basically an inflationary stance. It is an aggressively 
inflationary stance. The Fed is targeting, has talked about tar- 
geting different maturities of treasury securities. Those are being 
issued because we are running deficits. In the old days, they would 
have called this “monetizing” the deficit. They are printing money 
to pay the Government’s bills, and that is what they are doing. And 
it comes with a moral hazard. And I would commend to anyone in- 
terested to read Robert Samuelson’s recent book, “The Great Infla- 
tion and Its Aftermath,” which documents how the kinds of things 
that we are talking about today — fiscal stimulus, interventions to 
reduce unemployment, having empathy for people who genuinely 
are struggling in hard times, but not thinking about the con- 
sequences of repeatedly promising to people that you can take care 
of them as a Government when, in fact, you cannot. 

What it led to was tremendous inflation in the United States, 
sub-par economic performance, no real improvement in unemploy- 
ment, and the need for a wrenching 1982 recession in order to put 
things back in order. 

So the idea that we are doing these things one time because cir- 
cumstances dictate it, I understand that argument. But the next 
time things start to look even a little wobbly, you will hear the 
same arguments again. And to do it on a regular basis has great 
risk. 

Senator Gregg. Thank you. 

Did you want to add something? 

Mr. Berner. Senator, I would just add one more thing to that, 
and one of the things that has not been discussed here is once we 
finish cleaning up our financial system — and that is probably going 
to take several years to do — the need for a new financial architec- 
ture, for a new financial regulatory scheme is pressing. And, you 
know, as the new administration comes in, a lot of people in the 
administration have thought about it. I am sure you both have, you 
all have. That is a pressing need so that we never get back in a 
situation like this one again and putting at risk the kinds of things 
that we are now putting at risk with the extraordinary policy 
measures that are now being taken. 

That will enable us to build shock absorbers into the system that 
will prevent us from — or limit the risk that w will have a situation 
like this once again. 

Mr. Sinai. This is an extraordinary short-run situation. The Fed- 
eral Reserve does not have an exit plan for what they are doing. 
They understand the chances they are taking, and I think they 
have made the calculations it is worth taking those chances when 
you array the loss of jobs versus the moral hazard and deflation 
versus inflation risk. And they have made — most of them have 
made their judgment, which I support. But I do not want to lose 
millions of jobs. I will take a chance on moral hazard, and I will 
take a near-term — I will take a risk on inflation and come back to 
visit it later on. 

You know, human beings, decisionmakers, have only so much 
time, and they do not have an exit plan. Chairman Bernanke 
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talked about one the other day, which was very, very superficial, 
very, very light. We do not have an exit plan on an Economic Re- 
covery Plan. We are focused on economic recovery. We are focused 
on helping out the financial system. The global situation, there is 
almost no time and space to think about how one will exit from 
this for the Federal Government, what you were talking about in 
terms of the long-run issues. 

I think exit plans have to be part of the initial discussions of the 
short-run actions we have to take for emergency situations. And I 
would simply encourage you to do what you are doing with regard 
to both our central bank and the budgetary situation, that we 
think about the exit plans, and to the extent possible, plan what 
we would do under certain conditions so we can exit from the way 
we have put not only our Government at risk from a credit point 
of view, but the institution of central banking in this country at 
risk. 

Chairman Conrad. Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. I want to commend 
you and Senator Gregg on putting together this panel, because I 
think it is doing exactly what you are talking about, is to take 
these issues which so often just look like charts and graphs and 
cold numbers, and then bring them down to the real world. And I 
also share your view about the importance of these three witnesses 
in particular. 

My rule has always been in this town, when Doug Holtz-Eakin 
has something to write about and something to say, I pay atten- 
tion. And this has been an excellent panel, and I appreciate all 
three of you and your comments. 

Mr. Berner, I want to turn to you particularly because of your 
recommendations with respect to banking. You note in your testi- 
mony that banks will start lending when they feel secure about 
their balance sheets, and the next step must be an aggressive effort 
to fix the banks’ balance sheets. 

Here is the way it is coming to Members of the U.S. Senate, real- 
ly on a daily basis. It happened to me yesterday. Folks running 
small businesses come to us and say: You all gave $700 billion — 
first installment $350 billion, perhaps the vote tonight on $350 mil- 
lion more — to these financial institutions. I am creditworthy. I have 
never done anything wrong. I cannot get a loan. 

Some of them are in bridge funding now and really scary, scary 
things that go right to the heart of being able to keep their doors 
open. In fact, probably the most ominous sign with respect to the 
credit freeze is even SBA loans have dropped dramatically, and 
these are guaranteed loans. These are loans where the Government 
is saying, look, we are going to be there to give you that extra 
measure of security. 

Now, Senator Conrad and I, as part of our other activities here 
in the Senate, will be looking at some of these issues on the Fi- 
nance Committee. And one provision that has been under discus- 
sion is a retroactive extension of the net operating loss rules that 
would also go to financial institutions. And I am thinking about the 
prospect of my future conversations with these small businesses 
going — and my guess is these are going to be fairly spirited ex- 
changes that will, in effect: “Ron, excuse me, you gave them $350 
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billion the first round; they did not lend to us. Now you are talking 
about giving them extra tax breaks on top of that to claim losses, 
and we still do not have any assurance of actual loans being made 
to us and other small businesses?” And my guess is those conversa- 
tions will be punctuated by some words that we are not going to 
repeat in public hearings. 

So my first question to you is: Is there any sensible way — and 
I characterize that kind of sensible because I can think of a bunch 
of ways that would not make sense — to in some way connect insti- 
tutions that get money, that claim these net operating loss incen- 
tives, to their actually making loans? In other words, you spend a 
lot of time with markets. We are pro-growth Democrats. We are 
committed to the ability of our markets to recover. We have also 
got to explain when all this money is shoveled out the door that 
in some way it is connected to the incredible angst and fear they 
have now where they cannot get money. 

So my question is: Give us your thoughts about sensible ways in 
which getting this money, the tax incentives, actually be connected 
to getting the money into the hands of these small business people. 

Mr. Berner. Thanks, Senator, for your question. I mentioned, 
besides a program to help clean up banks’ balance sheets — and that 
is going to require discipline on the part of the institutions them- 
selves and from the Congress and from our regulatory officials. But 
one of the things I also mentioned was foreclosure mitigation. Fore- 
closure mitigation is a huge problem. I am sure you saw that fore- 
closures rose — started 88 percent last year, and it is something 
that is tearing at the fabric of American society. And I think that 
we have made some efforts to mitigate foreclosures. The efforts 
need to be a lot more aggressive, and I am sure will be in the fu- 
ture. 

But there is no question in my mind that having a sensible pro- 
gram of foreclosure mitigation that shares the losses among the 
borrowers, the lenders, and to some extent the taxpayer, if that is 
needed to make the process work, is going to be something that 
helps free up our capital markets. 

Senator Wyden. But connect that to the small business process 
of their getting money. 

Mr. Berner. Sure. 

Senator Wyden. I think your idea, by the way, is a sensible one, 
and the Obama administration, to its credit — Senator Conrad and 
I have been hearing encouraging news on this point — wants to do 
that, and I think there will be bipartisan support for it. Connect 
that to this Main Street business that has been creditworthy, that 
has never once by any of the traditional standards done anything 
to warrant cutting off their credit. How will they get credit out of 
these next steps that could be adopted as part of TARP, as part of 
tax reform, the issues we are dealing with here. 

Mr. Berner. Right. That is the next step, because if we have a 
sensible plan for foreclosure mitigation, together with the steps 
that we have already taken to promote market functioning that the 
Fed has taken, which have started, only started to restore the func- 
tioning of financial markets. Then we can start the credit process 
going again and have lenders lend again. 
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Remember, there has to be a sequencing involved in getting the 
credit markets started. We have had some progress in funding 
markets, so-called short-term money markets. The unsecured inter- 
bank lending markets are starting to improve thanks to the efforts 
of the Fed and other central banks who have been very aggressive 
in providing both liquidity and financing facilities to the financial 
markets. 

Allen mentioned the Commercial Paper Funding Facility, which 
has been very constructive and instrumental in that regard. Those 
are the first steps of the process. The next step, if we can start 
slowing down the foreclosures and slowing down the imbalance be- 
tween supply and demand in the housing industry, that will start 
to stem the losses and combined with an effective program, I think, 
to clean up bank balance sheets. And remember, the foreclosure 
mitigation itself involves an effort to do that because you are tak- 
ing the troubled loan off the books of the lending institution. 

Senator Wyden. I want to ask one other 

Mr. Berner. That is — excuse me, Senator, that is going to re- 
start the credit markets. 

Senator Wyden. I want to ask one other question. Respectfully, 
I just do not think there is enough time for all of this sequencing. 
My guess is I am going to go back to my office, and I am going to 
have another call on my desk from another small business asking 
me to call their lender and for me, in effect, to tell them, gosh, we 
are going to have this process, and it is going to start with fore- 
closure mitigation, and then we are going to go this and that, and 
maybe sometime, some way, somehow there is going to be help for 
you. 

I just say respectfully I hope that you and your colleagues who 
are the best in the business will come up with more aggressive, 
more immediate approaches. I want them to be sensible; but, 
again, to be shoveling all this money out the door, not having it 
lent to small businesses, looking at additional tax breaks, it does 
not pass the smell test to, in effect, not have some bold new ap- 
proaches. 

One last question 

Chairman Conrad. Could I just interrupt on that point, Senator? 
I just came from North Dakota. I have a big event every year I call 
“Marketplace for Entrepreneurs.” We had several thousand people 
there. We had Mark Zandi, the chief economist at Moody’s, as the 
keynote speaker there this year. I tell you, I have heard in the last 
few weeks, and especially in this last day and a half at home, the 
concern that you are raising here over and over and over. People 
with a $2 million deal, people who have done tens of millions of 
dollars of development in the State very successfully, a $2 million 
deal, 40-percent equity, strong cash-flow, AAA tenant — no ability to 
get financing. 

A guy with a $12 million credit line, never been late in a pay- 
ment, never missed a payment. The bank calls up, pulls his credit 
line — not because of anything he has done, but because their cap- 
ital is so impaired, they have to shut down credit lines to existing 
good customers. And this guy is in, you know, a strong business. 

I tell you, this is of deep concern, the point that you are raising 
about the ripple effect extending from these major institutions out 
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on the Main Streets of cities and towns all across America. And, 
you know, I tell you, I came back very sobered after this set of con- 
versations. 

Mr. Berner. Senator Wyden, Chairman Conrad, if I could just 
respond to that. I share your concern. In my testimony, I said that, 
you know, this financial crisis is not going to easily get fixed. It is 
going to require aggressive action and cooperation of the financial 
services industry without question. 

When we look at the capital of financial institutions, I mentioned 
that what needs to be done is to clean up balance sheets so that 
lenders will have confidence that they can lend. That is something 
that your intervention can help. The NOL carryback does have a 
financial benefit in the sense that it will help raise tier one capital 
ratios. What investors care about most is the ability of institutions 
to raise capital on their own, to restart the lending process and to 
get them functioning again. 

So I see the need for two things that are very important. One is 
balance sheet cleanup. That is not going to happen overnight. The 
Fed knows that. We know that. And that is why the Fed is insti- 
tuting — and I recommended that other asset classes like the munic- 
ipal bond market, the commercial mortgage-backed securities mar- 
ket also be — that we use financing facilities for those markets in 
the short run to break the back of the credit crunch and to start 
the flow of credit to the small business people that you are worried 
about once again. 

But to fix this problem, we need balance sheet cleanup, we need 
a new regulatory architecture, and we need to set our financial in- 
stitutions back on the right course after having been on the wrong 
course for several years. 

Senator Wyden. Market economics has always been about chick- 
en-and-egg. You make investment decisions, and if they are the 
right ones, promising things happen and the markets get better, 
and then there are more investment decisions that make sense all 
across the country every day. 

But balance sheet cleanup to the people that Chairman Conrad 
heard from in North Dakota and that are calling me on a daily 
basis does not really resonate in a way that leaves them feeling 
that their Government is moving boldly. What they would like us 
to do in a lot of respects is almost sort of pretend that we can run 
financial institutions here and we can adopt all kinds of rules and 
pretty much micromanage everything that goes on at Morgan Stan- 
ley and the like. 

I am not suggesting that is the way to go here, but I am saying 
that we need people like yourself and the most influential people 
in the field to figure out bolder, more aggressive, more immediate 
ways to help these small businesses, and particularly if additional 
money is going to be made available, which I believe will happen, 
and some way to connect that to immediate changes that happen 
on Main Street — not changes that are down the road when the bal- 
ance sheets get corrected. 

Mr. Berner. Right. 

Senator Wyden. But changes that happen very quickly after that 
legislation is passed. Let me ask you about one — excuse me. One 
of your colleagues 
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Mr. Sinai. Senator, the banks will never put that money out in 
the timeframe that you want to the people who you are talking to. 
They have bad balance sheets. They got themselves in a position 
with bad balance sheets. They devised the financial instruments, 
the so-called toxic securities, that were sold to lots of investors. It 
toppled when the real estate boom and bubble burst. 

We do not need to clean up the balance sheets of the existing fi- 
nancial institutions that have, to a certain extent, got us where we 
are at. They need us to clean up their balance sheets to live and 
survive. What we need are new banks with clean balance sheets 
who have capital, who can go lend to the people you are talking 
about who are worthy borrowers and not to make the mistakes that 
Wall Street made and the road that Wall Street took us down in 
the last 8 to 10 years. 

It is not in their interest when they get the funds, and as a 
shareholder of one of those institutions, it is not in our interest to 
make a loan to a small business person if their survival is at stake 
on shrinking balance sheets that compromise their capital on a 
mark-to-market basis every day. They simply will not do it. The 
Federal Reserve, I think, has realized that, and that is why they 
are stepping into the private sector as a bank. 

Now, I can give you a way to do it. I think the last time I did 
this, two of the most liberal economists in the world, way on the 
left of the spectrum, liked my idea. I am not sure anybody else 
does, but, you know, we could create — this is a hypothetical, carica- 
ture example, because you are right on. If you vote these — money 
from TARP to clean up the balance sheets of the financial institu- 
tions with the trickle-down effect to the ordinary homeowner who 
is losing a job and a home at the same time is not going to fly. I 
am a taxpayer. I wear that hat. That is not going to fly. I would 
not vote for that. I would not release that money for that purpose. 

If those moneys were used to do something about the housing 
market, to mitigate, to help compensate me for taking a haircut 
and writing down my loan, or if I am a lender doing the same 
thing, and make more balanced demands upon housing, so housing 
prices will stop falling, and then all that stuff on the balance sheets 
of those banks which are tied to this asset residential real estate, 
those complex securities for which we cannot find a market because 
there are thousands of them and we cannot find price discovery, 
then those values would stop declining, and the balance sheet 
would be helped. The TARP money is better used setting up an en- 
tity, a Government entity like we did in the 1930’s to buy and sell 
houses in the private market, take a bunch of them off, take the 
supply down, provide tax incentives to homebuyers to buy a house, 
and to stop the decline in housing prices. And then the levered 
stuff built on that asset in an extraordinary, unbelievable boom 
that nobody on the regulatory side really watched and it came tum- 
bling down, we would work our way out of it. 

As a taxpayer, I do not support $350 billion — and I did not at the 
beginning. The plan that was presented to the Democratic leader- 
ship of Congress by Secretary of Treasury Paulson and Chairman 
Bernanke, there were no hearings on that plan. It was misguided 
from the start. It was not directed at the problem. The problem is 
housing. You will not get the results you want from that money. 
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You cannot unless you can in legislation tell the banks exactly 
what to do with the money. I do not think you can do that. 

What is going to happen is our banking system as we know it 
is going to change. All the major financial institutions are going to 
shrink immensely. There will be new, smaller banks with clean 
balance sheets that will enter, and over time the person you are 
talking about, the good credit risk, will get money but from a dif- 
ferent place. 

Senator Wyden. The Chairman has been gracious to give me all 
this time, and my sense is we ought to send you three off to the 
Chairman’s conference room to come up with this kind of package, 
because you are giving us some sensible ideas. And I think your 
last point is really one to wrap up on. You are really leading us 
to a fresh start and a start that says the primary obligation now 
is to look at these kinds of loans that will help small business and 
the people with mortgages that need assistance. I think that is the 
way to go. I don’t know if we are going to get to vote on it in time, 
but I thank all three of you. And if you put together a package 
under the Chairman’s auspices, I am going to be very interested in 
it. 

Chairman Conrad, thank you for all the time. 

Chairman Conrad. Yes, sir, Senator Wyden. 

I would like to close this out by asking each of you, if you had 
the power to put together a plan to deal with both our short-term 
circumstance and our longer-term circumstance, what would the 
elements of that plan be? Obviously, I am asking here in a trun- 
cated way, but if you were giving advice to the President-elect, if 
this responsibility were turned over to you, what are the things 
that you would want to make first principles? What are the things 
that you would want to make certain were addressed? 

I will start with you, Dr. Berner. 

Mr. Berner. Thanks, Mr. Chairman. As I indicated in my testi- 
mony, I would start with the cause of the problem that we are in 
right now, the short-term problem. I would focus on fixing the fi- 
nancial crisis, and I would use some of the tools that I indicated. 

Second, there is no question in my mind that fixing the crisis is 
going to take time, even if we use additional moneys and additional 
programs to offer assistance to small businesses, to the other mar- 
kets that I mentioned, the municipal market, for example, which 
is depriving States and localities of the ability to finance them- 
selves, and that is going to cause more pain in our economy if we 
do not do something about that. 

Third, you know, I fully endorse Doug’s view that we need to look 
at ways to enhance and to augment our automatic stabilizers in 
order to cushion the blow from this problem, because I think we 
need to be realistic and say this is not going to be fixed overnight, 
despite our best efforts and intentions to fix it. So extended unem- 
ployment insurance benefits and, you know, other things that we 
can sunset fairly quickly once the pain is diminishing — those are 
all useful. 

But most important, I think, from the perspective of this hearing, 
I think, is let us make a commitment to really work on — taking the 
opportunity in this crisis — our longer-term budget and economic 
challenges. If we miss that opportunity, it just seems to me the 
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clock is really ticking on the window that we have to do something 
about that. Let us use this crisis in order to really make a commit- 
ment in a sensible way, to be realistic, to come up with a game 
plan to address those long-term problems. Those are some of the 
elements. 

Chairman Conrad. Very good. Thank you very much for that. 

Dr. Sinai. 

Mr. Sinai. Well, that is, Mr. Chairman, a very, very deep ques- 
tion, and probably some of the things that I might suggest would 
be way too radical for the political system at this time, including 
new banks and new things. 

One of the things with the economic recovery program which is 
going to be coming, you have to be very, very careful about the 
spending side of that. It is about 60 percent now — it looks like 60 
percent spending and 40 percent taxes. I tend to prefer — though it 
takes longer for tax reductions to lift the economy, I tend to prefer 
tax reductions as a Keynesian-type stimulus rather than spending 
increases, for all the reasons we know. Once there they have a life 
of their own. There are issues about efficiency, and there is a real 
strong movement in Washington now on spending on the infra- 
structure side, and I am concerned about that. I would prefer the 
mix to be more tax cut oriented. The lags are longer, but we have 
to remember that tax cuts for individuals or for business — I would 
favor them for individuals, permanent ones — have a financial side 
to it, and our consumers are financially distressed as well as 
spending distressed, and a dollar of money that goes to a house- 
hold — some of it is saved, some of it is spent. That which is saved 
goes to repairing balance sheets, which are impaired, and prevent 
consumers from spending. That would probably help speed that up. 

The other issues about the long run, you know, there is a se- 
quencing problem, and our society and economy and financial sys- 
tem went through a metamorphosis. What it is like 3 years from 
now I do not think any of us can figure today. It is not going to 
be the same. Citigroup is an example. It is shrinking down to meet 
the size of the market. Hopefully there is enough time for it to do 
that before its survivability ends or the Federal Government has 
to put $100 billion into Citigroup rather than what they have put 
in. It is a never-ending sinkhole, taxpayer money into major finan- 
cial institutions, without putting some major strings attached to 
that. 

So I would punt on your question and respectfully ask Matt or 
somebody to trigger me to spend a little time thinking about it, and 
I would be happy to write a short set of suggestions to you, because 
I have not really given that kind of framework question the kind 
of thought time that it deserves. 

Chairman Conrad. Well, let me just tell you, that is very much 
on our plate here. We are having discussions about these questions 
right now, and the incoming administration understands, at least 
they have told me they understand, once the economic recovery 
package is put in place and once economic recovery begins — and I 
think everybody understands that is months down the road, and it 
may be a pretty tepid recovery when it begins — that we then have 
to face up to these long-term imbalances, because the baby boomers 
have begun to retire already. 
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One place where I might have a variance with — Dr. Holtz-Eakin, 
you say it is just the spending side of the equation. That is one 
place I strongly disagree. Deficits and debt are a function of the im- 
balance between spending and revenue. I do not know how you 
cannot deal with both sides of the equation. And while I would be 
quick to acknowledge the biggest share of this has to be done on 
the spending side, there is no way, as you describe — there is where 
I would agree with you. Anybody who think you are going to tax 
your way out of this is in a total dream world. That is not going 
to happen. The political system will not support it, and the imbal- 
ance created just on the spending side of the equation is so strong, 
if you go to the out-years here, with the baby-boom generation com- 
ing on, that spending has to be a central component. 

But I do not know how you deal with this without looking at both 
sides of the equation, spending and revenue. And we have a rev- 
enue system that is broken itself. I mean, we have this massive tax 
gap. We have these abusive tax havens offshore. The Permanent 
Subcommittee on Investigations says we are losing $100 billion a 
year on these offshore tax havens. We have these abusive tax shel- 
ters where companies in the United States are buying foreign 
sewer systems and depreciating them on their books for U.S. tax 
purposes, and leasing the sewer systems back to the European cit- 
ies that built them in the first place. My God, we have a system 
that was designed largely 50 years ago that is almost irrelevant — 
almost irrelevant to the reality we confront today of a United 
States that is no longer completely dominant, and we have to worry 
about our competitive position. We are running a $700 billion trade 
deficit. You know, at some point here, we have really got to get se- 
rious, and the time has come. 

Anyway, I will give Dr. Holtz-Eakin an opportunity. 

Mr. Holtz-Eakin. Let me start with the latter comments and ba- 
sically say I think we are saying the same thing. We know the 
budget projections. We know the spending growth. There simply is 
no way to avoid coming to terms with that spending growth. My 
concern is that the thing that you can do quickly is raise taxes, and 
if you attempt to do that early in the reform process — you know, 
2010, 2011 — people somehow think the pressure is off, they have 
solved the problem. They are wrong, of course, and worse, ramping 
up this tax system is going to damage the economy. This is a bad 
tax system that needs reform. So you start jacking up marginal 
rates and all the really inefficient things that will come out of that, 
you will do more harm than good. And that is my concern about 
tax increases. I understand the budgetary arithmetic about both 
sides, but I think we ought to focus on the real problem and edu- 
cate people on where it is. 

In terms of your first question about the near term, I finally 
found someone who agrees with me, and I am never going to let 
Allen Sinai testify alone again, because I absolutely think — you 
know, you have two different problems: a financial crisis and a sort 
of industrial traditional recession. In dealing with the financial cri- 
sis, you have to fix the TARP. The TARP has done two things, and 
other efforts will reinforce this. Because the use of the TARP has 
shifted through time — it has been extended now to car companies — 
and because the rules for who qualifies and what you get are not 
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clear, there is not a private sector institution that has any incen- 
tive to clean up its balance sheet. It just wants to sit there and 
wait and hope they get rescued. That is a terrible set of incentives. 
And if you build new programs on top of it, they will wait for the 
next program, too. 

The only way to clean up the private sector balance sheet is ac- 
knowledge your losses, become a clean entity, and you go raise cap- 
ital and make loans. 

So I think Allen is right about how the dynamics work on this, 
and I think fixing the TARP is an imperative for the financial mar- 
ket. I have roundly 

Chairman Conrad. Can I 

Mr. Holtz-Eakin. Let me finish here. I have been roundly criti- 
cized for the notion that the TARP should be devoted to buying up 
mortgages, and I am shocked to hear other people think this. I 
mean, this you can do fast. I have a mortgage for $200,000. My 
house is now worth $150,000. That mortgage is the problem. It is 
a problem for me as a homeowner. It is a problem for the bank that 
originated it. It is a problem for everybody who has a securitized 
piece of it. 

Let that person go in, get a new loan for $150,000, whatever the 
market value will bear, chip in the rest, get rid of the other mort- 
gage. What does that do? It puts cash on balance sheets. It keeps 
people in their houses. It addresses the housing problem itself. It 
is just as expensive as you can — I mean, that is the problem. It is 
very expensive. And you will help some people who do not deserve 
help. There will be people who get that help who knowingly took 
a mortgage they could not support. That is the tradeoff you have. 
But I think that is something you should do. 

And on the fiscal stimulus — and then I will answer your ques- 
tion — keep it simple. You know I do not believe in spending a lot 
of new money. If you are going to start infrastructure programs, 
put them through authorization, appropriations, do due diligence. 
Do not jam them in a stimulus bill. 

Help people who are out of work, get them some money, beef up 
the automatic stabilizers. And I think a big tax cut is important, 
so what is our biggest tax? Payroll tax. Everyone pays it. It is an 
enormous burden, particularly on lower-income individuals. Get rid 
of the payroll tax. Sure, that is going to trigger Social Security re- 
form, but you have to do that anyway. So help people. And the pay- 
roll tax is the single most potent thing you could address. It would 
help the labor market. It would help people. I would have a big 
payroll tax cut. 

Chairman Conrad. OK. Very thoughtful. Let me ask you this, 
and if I could ask each one of you in turn. Tonight we are probably 
going to face a vote on extending — well, it will be a resolution of 
disapproval with respect to the second half of the TARP money. 
Would you vote to allow the second half of the TARP funding to 
be available to the next administration? You understand under the 
law, even though this administration has asked for it, they would 
not be able to spend any of it. It would only be available to the in- 
coming administration. 

I will start with you, Dr. Holtz-Eakin. How would you vote? 



180 


Mr. Holtz-Eakin. I would disapprove of giving the funds, and I 
would force the new Secretary of the Treasury to appear before 
Congress and explain with precision how those funds will be used, 
rather than broad, ambiguous authorities that have been stretched 
through time, and, you know, basically an operating plan that in- 
volves hiring your friends off Wall Street. I do not think that is the 
way this should happen. 

Chairman Conrad. All right. Dr. Sinai? 

Mr. Sinai. The question is if you vote so the TARP is given to 
the President-elect, that is just the existing legislation around the 
TARP and the potential way that it might be used, it is the status 
quo. Yes, I wouldn’t support that. I wouldn’t support that. I would 
go along with Doug and start the clock anew with the new adminis- 
tration really quickly coming to you and asking for those funds and 
finding out exactly what they plan to do with them. The kind of 
thing that didn’t happen the first time Congress was shotgunned 
into supporting this program. 

Chairman Conrad. Dr. Berner? 

Mr. Berner. Mr. Chairman, I think, you know, we are looking 
at an administration that comes in 5 days from now, and it is cer- 
tainly imperative that we get from the new administration a de- 
tailed blueprint of exactly what they plan to do with the money. 

My recommendations, as I said, would be to use those funds, and 
perhaps others if they are needed, for foreclosure mitigation, be- 
cause I think that goes a long way to helping homeowners. And it 
goes a long way to cleaning up troubled assets. 

I also think that we are going to need, as I indicated, to clean 
up the balance sheets of institutions and to liquidate those that are 
insolvent. That is the only way we are going to get our financial 
system back on track. 

As far as the vote is concerned, I think you should demand and 
should get accountability for those funds, and if that means post- 
poning the vote, so be it. 

Chairman Conrad. All right. The great thing about the U.S. 
Senate is when the vote is called, there is no postponing it. There 
is no wishing that it had been done a little different way. You vote. 
And we are held accountable. 

I thank each of these witnesses. You have been very helpful and 
very thoughtful with respect to your recommendations to this Com- 
mittee, and what you have said here today will be shared with our 
colleagues. And we very much appreciate the effort and the energy 
and the thoughtfulness that you have put into your presentations 
here today. I hope this Committee can call on each of you again in 
the future for your assistance. 

We appreciate it very much. Thank you. The Committee stands 
adjourned. 

[Whereupon, at 11:46 a.m., the Committee was adjourned.] 
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The Committee met, pursuant to notice, at 10:01 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Whitehouse, Gregg, and Sessions. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Denzel McGuire, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee. To- 
day’s hearing is entitled “Addressing Short- and Long-Term Fiscal 
Challenges.” We have a distinguished panel of witnesses with us 
today, all of whom are former Directors of the Congressional Budg- 
et Office. They are: 

Dr. Alice Rivlin, who in addition to being the founding Director 
of the CBO, was also Director of the Office of Management and 
Budget, and a Vice Chair of the Federal Reserve, and is now Direc- 
tor of the Brookings Institution Greater Washington Research Pro- 
gram. Welcome. 

Dr. Bob Reischauer, President of the Urban Institute, and, again, 
a former head of the CBO. During my tenure here on the Budget 
Committee, we had the services of Dr. Reischauer, and he enjoys 
a great deal of credibility, as do all of the members of this panel. 

And Dr. Rudy Penner, Senior Fellow at the Urban Institute. 

Thank you all for being here. 

Our Nation faces really extraordinary short- and long-term fiscal 
and economic challenges. In the short term, we face the worst eco- 
nomic crisis since the Great Depression. Our first priority must be 
to get our economy moving again and to put people back to work. 
And it is clear that getting our economy moving again will require 
the passage of an economic recovery package that will further ag- 
gravate our deficit and debt. 

But over the longer term, the combination of the retiring baby- 
boom generation, rising health care costs, and inadequate revenues 
are projected to explode Federal debt to an absolutely 
unsustainable level. So, in addition to addressing the current eco- 
nomic downturn, I believe it is essential that we begin the difficult 
work of putting our budget back on a sound long-term fiscal course. 
Our economic security will remain in jeopardy until we confront 
this problem. 
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Let me begin by just briefly laying out what I see as the budget 
challenges that we face. 

First, the news that we received from CBO earlier this month 
about the deficit was jaw-dropping. We face one of the worst budget 
forecasts I have ever seen. CBO’s estimates show the deficit in 
2009 will be $1.2 trillion, and I want to indicate that is before any 
economic recovery package. That is before any other new policy. 



As a share of the economy, the deficit will reach 8.6 percent in 
2009. That is well above the 6 percent of GDP that we saw in 1983, 
the previous post-World War II high. That eventually led to major 
deficit reduction efforts, and CBO’s numbers show that under cur- 
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rent policies deficits will remain at 4 to 5 percent of GDP for the 
remainder of the next 10 years. 


Deficit as a Percent of GDP 



1980 1986 1992 1998 2004 2010 2016 


Source: CBO. SBC 

Note: CBO January 2009 estimate with tax cuts extended, AMT reform, 
ongoing war costs, and without extension of 2009 emergencies. 


Let me just say parenthetically, my staff several weeks ago ran 
the 10-year numbers. They brought them to me, and I said, “These 
can’t be right. Please run them again.” They said, “Well, Kent, we 
have run these three times already. These are the numbers.” And 
I tell you, anybody that looks at our long-term circumstance can’t 
help but be sobered. 

This absolutely requires a response. We are building a wall of 
debt. Gross Federal debt now is estimated to be $11.6 trillion at 
the end of this year. If we add in current policies, such as extend- 
ing the tax cuts, AMT reform, and ongoing war costs, we could see 
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the debt rise to over $21 trillion by 2019. That approaches 100 per- 
cent of GDP. 


Building a Wall of Debt 


Gross Federal Debt Soars 



$10 

2009 2011 2013 2015 2017 2019 


Sources: CBO. SBC 

Note: 2009 estimate from CBO January Budget Outlook with tax 
cuts extended, AMT reform, and ongoing war costs. 
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And here are some of the major initiatives that are being consid- 
ered that could further add to our debt: the economic recovery 
package, additional tax cuts, health care reform, additional defense 
spending. All of these are very much in place. So our long-term 
debt outlook is even more serious than the numbers reveal. 



186 


Major Initiatives That Could 
Further Add to Debt 

• Economic recovery package 

• Additional tax cuts 

• Health care reform 

• Additional defense spending 

Here is a chart from CBO’s long-term budget outlook, which was 
released in December of 2007. It shows what will happen to Fed- 
eral debt over the next 50 years with the retirement of the baby- 
boom generation, rising health care costs, and the permanent ex- 
tension of President Bush’s tax cuts. Federal debt, if unchecked, 
would climb to 400 percent of GDP by 2058 if we stay on those 
trend lines. Clearly, that is unsustainable. 
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seeing what happens to home prices when the period of turmoil is over. Many analysts 
expect prices to rebound eventually, although probably few if any believe that the prices 
of houses and mortgage-related assets will return to levels that existed during the housing 
bubble. 

Projections of house price declines are an important part of estimates of financial losses. 
CBO testified that “according to some analysts, U.S. banks and thrifts could be facing 
more than $450 billion in additional estimated losses on their assets — on top of the 
approximately $500 billion that has already been recognized.” 3 Sensitivity estimates 
provide some insights to how losses respond to home price declines. For example, 
Goldman Sachs’s mid-line estimate of $1 .1 trillion of mortgage losses assumes another 
10 percent price decline. Goldman Sachs estimates that if prices stabilize at current 
levels, then losses drop to $765 billion, but if prices fall another 25 percent, losses would 
jump to $1 ,842 billion. 

Financial institutions have not recognized the full extent of their likely losses on 
mortgages and other securities, such as credit default swaps. Accounting standards give 
firms flexibility in valuing their holdings in many cases. GAAP is explicit in ruling out 
valuations based on fire sales. Moreover, firms do not have to mark their private-label 
mortgage-backed securities to market levels. Instead, firms can use cash-flow models to 
estimate values because each private-label security is unique. However, while house 
prices may in some cases fall below long-run equilibrium values. Many analysis believe 
that financial institutions have not gone far enough in marking down their assets on the 
balance sheet. The fact that many institutions trade below their book values provides 
some evidence supporting that claim. 4 


Questions from Senator Murray 

(1) “Future Actions Needed to Strengthen Our Financial System” 

a. Do you agree with the contention that many of our banks are insolvent and are 
essentially being sustained through government support? 


3 For example, Goldman Sachs expects $2 1 trillion of losses on US credits with about half going to US 
banks. About $1.1 trillion of the losses are expected to be on residential mortgages Richard Ramsden, et. 
al , “As Mortgage Loss Estimates Continue to Rise, Further Policy Response Likely to Follow" (Goldman 
Sachs research, January 13, 2009). Also see, Jan Hatzius and Michael A. Marschoun, “Home Prices and 
Credit Losses: Projections and Policy Options,” (Goldman Sachs, Global Economics Paper No. 177, 
January 13, 2009) 

4 As of November 2008, about half of banks were trading below their book value; frequently the discount 
was 20 percent or more See Statement of Robert H Herz, Chairman, Financial Accounting Standards 
Board, before the House Financial Services Subcommittee on Capital Markets, Insurance, and Government 
Sponsored Entities, March 12, 2009. 
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The explosion in debt we are seeing is coming at the worst pos- 
sible time — right as the baby-boom generation is preparing to re- 
tire. We are facing, as this chart shows, a demographic tidal wave, 
and it is important to remember that within the decade, by 2018, 
more than half of the baby boomers will reach the early retirement 
age of 62. 



Baby Boom Generation Creates 
Demographic Tidal Wave 



35 

2007 2012 2017 2022 2027 2032 2037 2042 2047 

Source: 2008 Social Security Trustees Report 
Note: OASI beneficiaries 




So some of my colleagues have said to me, “Well, yes, the baby 
boomers have started to retire, but it is going to be a long time be- 
fore most of them are eligible for Social Security and Medicare.” 
Oh, wish that that were true. No, no, no. Very quickly here, we are 
going to face the dramatically increased costs of the retirement of 
the baby-boom generation. 

But this is far more than a demographic issue. Rising health care 
costs pose a tremendous threat. Rising health care costs are explod- 
ing the cost of Federal health programs, and private sector health 
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care spending has also exploded. Taken together, public and pri- 
vate health care spending will reach 37 percent of GDP by 2050. 


Total Health Expenditures 
as Percent of GDP 
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Source: CBO Long-Term Outlook for Health Care Spending, November 2007. 


Now, let me just conclude by saying Senator Gregg and I have 
come together in a collegial, bipartisan, bicameral way to propose 
a fiscal task force that would have these following elements: 

It would be tasked with addressing our long-term fiscal imbal- 
ances. It would consist of a panel of lawmakers and administration 
representatives. Everything would be on the table. The panel’s leg- 
islative proposal would get fast-track consideration, and Congress 


(Percent of GDP) 



Public and Private Spending 
on Health Care in U.S. 
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would have to vote. It would be designed to ensure a bipartisan 
outcome. 


Conrad-Gregg Bipartisan 
Fiscal Task Force 

• To address long-term fiscal imbalance 

• Panel of lawmakers and Administration 
officials 

• Everything on table 

• Fast-track consideration; Congress 
must vote 

• Bipartisan outcome 

Let me just stop there and say that if others have a better idea, 
we are all ears. One thing that is going to be unacceptable is to 
refuse to face up to this circumstance. I was delighted to see Presi- 
dent-elect Obama indicate that he intends to hold a Fiscal Respon- 
sibility Summit in February. Representatives of the President-elect 
were in contact with me as recently as yesterday indicating that 
they want to work together with Senator Gregg and myself, and 
others who are interested, to structure this bipartisan summit on 
our fiscal future. And they see this as the beginning of a process 
to identify a plan to take on these long-term imbalances. 

The President-elect has said so publicly and has committed clear- 
ly to a course of addressing these issues and taking them on. He 
told me in a phone call about 10 days ago that he knows this is 
not going to be fun and it is not going to be easy, but that it simply 
must be done. This can can no longer be kicked down the road. 

With that, I want to call on my very able colleague, the Ranking 
Member of this Committee, Senator Gregg. 

OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman. Thank you again for 
your introductory comments, which were right on point, as they 
have been for a long time relative to this problem; and your com- 
ments about what lies over the horizon — well, it is not over the ho- 
rizon anymore. On the immediate horizon almost is the retirement 
of the baby-boom generation and the costs which are going to be 
put on the Federal Government which are not sustainable in their 
present structure. And then, of course, we have the immediate cri- 
sis, which is extraordinary, and nobody in our lifetime has seen 
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anything like this. Obviously, if you lived through the Great De- 
pression you may have seen it, but nobody else has seen it. 

And so it is great to have this very talented and exceptionally ex- 
perienced panel here today to talk about how they quantify this 
problem and what they see as the best approaches to addressing 
it. My view is that the approach that we have laid out in our joint 
effort, which is to create a procedure to get to a resolution of these 
issues rather than putting policy on the table first and having it 
shot down by all the different interest groups, which always take 
sides around this town. We would rather set up a process to get 
to that policy, which requires decisions and then requires action 
that is the best approach. 

As you said, it has to occur sooner rather than later, and I was 
extremely encouraged by the President’s Inaugural Address yester- 
day and by his comments obviously prior to that. But he is clearly 
willing to take this on, and that is good news, because we need the 
Presidential leadership, and I certainly congratulate him and his 
team for raising this very high on their agenda with all the other 
issues they are confronting in the short run here relative to the 
economy and the international problems, especially in the Mideast. 

So let us hope we can contribute to that with this hearing today, 
which I know we will be able to get some more information out 
there that will be useful in moving this process forward. I look for- 
ward to hearing from our witnesses. 

Chairman Conrad. Thank you, Senator Gregg. 

We will welcome back to the Committee Dr. Rivlin. Thank you 
so much for taking your time to be with us and to give us the ben- 
efit of your insights. Please proceed. 

STATEMENT OF HON. ALICE M. RIVLIN, PH.D., DIRECTOR, 

GREATER WASHINGTON RESEARCH, THE BROOKINGS INSTI- 
TUTION 

Ms. Rivlin. Thank you, Mr. Chairman, and Senator Gregg and 
members of the Committee. I am delighted to be here because I 
recognize the Committee leadership of this Committee in focusing 
attention on the long-as well as the short-run challenges of the 
budget. And I am glad you are keeping the fires burning here. 

I strongly share the Committee’s perception that the future via- 
bility of the United States economy depends on policymakers’ abil- 
ity to focus on two seemingly contradictory imperatives at the same 
time: The immediate need to take actions which will mitigate the 
impact of the recession and help the economy recover — actions that 
necessarily require big increases in the budget deficit; and the 
equally urgent need to take actions that will restore fiscal responsi- 
bility and reassure our creditors that we are getting our fiscal 
house in order — actions to bring the future deficits down. 

I stress the word “actions” because I do not believe it will be suf- 
ficient to pay lip service to the long-run challenge while focusing 
only on the deficit-increasing responses to the current financial and 
economic crisis. Congress and the administration must work to- 
gether on actual solutions to both problems at the same time. 

I have in my prepared remarks some comments on the economy. 
They are gloomy, and I do not think I need to reiterate them except 
to say that I am one of those who think that the forecasts coming 
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out of the CBO and other worthy forecasters are likely to be too 
optimistic. The forecasts themselves may well get worse by the 
next time the Committee meets. 

You do need an anti-recession package. It is clear that this reces- 
sion is going to be very bad, and the Government should act quick- 
ly to mitigated the downslide with spending increases and revenue 
cuts that will stimulate consumer and investor spending, create 
jobs, and protect the most vulnerable from the ravages of recession. 
We used to call this “stimulus” — temporary spending or tax relief 
to jump-start the economy. It has now been merged into a broader 
concept of recovery package and investment in future growth. But 
I think an important distinction should be made between a short- 
run anti-recession package — what we used to call “stimulus” — and 
a more permanent shift of resources toward public investments in 
future growth. We need both. 

The first priority is an anti-recession package that can be both 
enacted and spent quickly, will create and preserve jobs in the near 
term, and will not add significantly to long-run deficits. It should 
include temporary aid to States in the form of an increased Med- 
icaid match and block grants for education and other purposes. 
Aiding States will prevent them from taking actions to balance 
their budgets — cutting spending and raising taxes — that will make 
the recession worse. 

The package should also include temporary funding for State and 
local governments to enable them to move ahead quickly with 
genuinely shovel-ready infrastructure projects, including repairs, 
that will employ workers soon and improve public facilities. 

Another important element of an anti-recession package should 
be substantial transfers to lower- and middle-income people, be- 
cause they need the money in this situation and will spend it 
quickly. This objective would be served by increasing the Supple- 
mental Nutrition Assistance Program, unemployment compensa- 
tion, and the earned income tax credit. Helping people who lose 
their jobs to keep their health insurance and aiding distressed 
homeowners would also belong in this anti-recession package. 

On the tax side, my favorite vehicle would be a payroll tax holi- 
day, because payroll tax is paid by all workers and is far more sig- 
nificant than the income tax for people in the lower half of the in- 
come distribution. Moreover, it would be fairly easily reversible. 

But the anti-recession package I believe should be distinguished 
from longer-run investments needed to enhance the future growth 
and productivity of the economy. We need those, too. If our econ- 
omy is to grow sustainably in the future, we need to modernize our 
transportation system to make it more efficient and less reliant on 
fossil fuels. We need to assure access to modern communications 
across the country and invest in the information technology and 
data analysis needed to make medical care delivery more efficient 
and effective. We need a well-thought-out program of investment in 
work force skills, early childhood education, post-secondary edu- 
cation, science and technology. 

Such a long-term investment program, however, should not be 
put together hastily and lumped in with the anti-recession pack- 
age. The elements of the investment program must be carefully 
planned and will not create very many jobs right away. Since a 
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sustained program of public investment in productivity-enhancing 
skills and infrastructure will add to Federal spending for many 
years, it must be paid for and not simply added to already huge 
projected long-term deficits. That means either shifting spending 
from less productive uses or finding more revenue. Over time, Con- 
gress could reduce commitments to defense programs and weapons 
systems that reflect outmoded thinking about threats to U.S. secu- 
rity, reduce agricultural subsidies, and eliminate many small pro- 
grams that have outlived their original priorities. Reform of the tax 
system — including making the Tax Code simpler and fairer and in- 
creasing reliance on consumer taxation — could produce more rev- 
enue with less drag on economic growth. 

None of this would be easy, but the resources to pay for large 
permanent increases in Federal spending must be shifted from 
somewhere as the economy returns to full employment. Congress 
will only be able to accomplish this reallocation of resources if it 
reinstates some form of long-run — say 10-year — PAYGO and caps 
on discretionary spending. I understand the reasons for lumping 
this all together, but I do not think it is a good idea. 

Now, I do not need to reiterate for this Committee the challenge 
of the long-run deficits. You have stated them very well yourself, 
Mr. Chairman. The question, I think, is whether to approach this 
from a procedural point of view or from actual actions. I actually 
think that you need to do both. 

In this situation, if the Congress and the administration together 
could take some actual actions quickly to mitigate the long-run up- 
ward trend in the deficit, it would be dramatic and useful. This cri- 
sis may have made Social Security less of a political “third rail” 
and provided an opportunity to put the system on a sound fiscal 
basis for the foreseeable future. And I would advise you to do that 
as quickly as possible. 

Vigorous efforts should also be made to make Medicare more 
cost-effective and slow the growth of Medicare spending, which con- 
tributes so much to projected deficits. While restraining health 
spending growth should be a major feature of comprehensive 
health reform, Medicare is an ideal place to start. Medicare is a 
large payer for health services and should play a leadership role in 
collecting information on the cost and effectiveness of alternative 
treatments and ways of delivering services, and designing reim- 
bursement incentives to reward effectiveness and discourage waste. 

Fixing Social Security and taking aggressive steps to control the 
growth of Medicare costs would be visible evidence that Congress 
and the new administration have the courage to rein in future defi- 
cits. But the Congress also needs to restore discipline to the budget 
process, not use recession or the financial meltdown as excuses for 
throwing fiscal responsibility to the winds just when we need it 
most. 

As you have said, this is not a partisan matter. I am very encour- 
aged, as you are, by the President’s willingness to focus on the 
issue of the long-run budget deficits. I think the joint plan of the 
two of you for a fiscal task force is a good one. In my opinion, we 
need action on many fronts at once, including a strong anti-reces- 
sion package, immediate steps to reduce the contributions to future 
deficits of Social Security and Medicare, and agreement on reforms 
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of the budget process that will force the Congress to confront long- 
run spending and revenue choices. 

Thank you, Mr. Chairman. 

[The prepared statement of Ms. Rivlin follows:] 

Testimony of Alice M. Rivlin 
The Brookings Institution and Georgetown University 
Senate Budget Committee 
January 21, 2009 

Mr. Chairman and members of the Committee: I am very pleased that you are 
holding this hearing on the short- and long-run fiscal challenges. I strongly share 
the Committee’s perception that the future viability of the United States economy 
depends on policy-makers’ ability to focus on two seemingly contradictory 
imperatives at the same time: 

* The immediate need to take actions which will mitigate the impact 
of the recession and help the economy recover — actions that 
necessarily require big increases in the budget deficit 

• The equally urgent need to take actions that will restore fiscal 
responsibility and reassure our creditors that we are getting our 
fiscal house in order — actions to bring future deficits down. 

I stress two sets of actions because I do not believe it will be sufficient to pay lip 
service to the long run challenge, while acting only on deficit-increasing responses 
to the current financial and economic crisis. Congress and the Administration must 
work together on actual solutions to both problems at the same time. 

I will say a few words about the economy and then turn to the question of how to 
deal with the immediate and longer-run challenges of fiscal policy. 

The Economic Outlook 

We meet at a time of extraordinary uncertainty about how deep the recession will 
be and how long it will last. Forecasters all admit that they have little confidence in 
their ability to predict how consumers, producers, and investors at home and abroad 
will react to the cataclysmic economic events that have occurred. But people in the 
forecasting business still have to produce forecasts, so they do the best they can. 
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The Congressional Budget Office (CBO) forecasts that the recession will “last well 
into 2009’' and that the economy will begin to recover slowly in 2010. CBO 
expects unemployment to peak at about 9 percent. The CBO is a bit more 
pessimistic than the Blue Chip average of commercial forecasters, because the rules 
of CBO forecasting do not allow them to take account of likely congressional 
actions to stimulate the economy and enhance recovery. 

Right now I think we should be skeptical of all forecasts and especially conscious 
of the risk that things may continue to go worse than expected. The current CBO 
forecast is much more pessimistic than the one released just last September, and the 
Blue Chip consensus has been going steadily south for many months. Additional 
revelations of weakness in the financial services sector could further impede credit 
flows and produce a continued slide in all forecasters’ expectations. 

Indeed, uncertainty about the health of the financial sector compromises all current 
forecasting efforts. The economic models used by forecasters are based on the 
experience of the post World War II period, especially the last several decades. Not 
since the 1930’s, however, have we experienced a downturn caused by crisis in the 
financial sector. Despite aggressive efforts of the Treasury and the Federal Reserve 
to stabilize the financial sector, credit is not flowing normally, even to credit 
worthy borrowers. Continued instability in the financial sector and credit tightness 
could deepen the recession and delay recovery. 

Also adding to the uncertainty is the fact that before the current crisis Americans 
were consuming and borrowing too much, while saving too little. We had become 
an over-mortgaged, over- leveraged society dependent on the inflow of foreign 
credit. If recovery from this recession is to be solid and sustainable, we must stop 
living beyond our means. We must transform ourselves into a society that 
consumes less, saves more and finances a larger fraction of its investment with 
domestic saving, rather than foreign borrowing. This transformation is necessary, 
but it will put recovery on a slower track. 
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Indeed, not since we were a developing country have we been so dependent on 
foreign creditors. We are lucky that, even though this world-wide financial crisis 
started in the United States, the response of world investors has been to flock to the 
safety of U.S. Treasuries, which makes it possible for our government to borrow 
short-term at astonishingly low rates. But we cannot count on these favorable 
borrowing conditions continuing forever. Especially if we fail to take serious steps 
to bring down future budget deficits, the United States Government could lose the 
confidence of its foreign creditors and be forced to pay a lot more for borrowed 
money. Rapid increases in interest rates and a plummeting dollar could deepen the 
recession and slow recovery. 

An “Anti-Recession Package” and Investment in Future Growth 

Despite the uncertainty of forecasts it is already clear that this recession is bad and 
that worse is yet to come. Recessions always increase budget deficits as revenues 
drop and recession-related spending increases. These automatic deficits help 
stabilize the economy. In addition, since an unusually severe downturn in the 
economy is threatening, the government should act quickly to mitigate the 
downslide with spending increases and revenue cuts that will stimulate consumer 
and investor spending, create jobs and protect the most vulnerable from the ravages 
of recession. 

What we used to call “stimulus” (temporary spending or tax relief designed to 
jump-start the economy) has been merged into a broader concept of “recovery” and 
investment in future growth. However, I believe an important distinction should be 
made between a short-term “anti-recession package” (aka “stimulus”) and a more 
permanent shift of resources into public investment in future growth. We need 
both. The first priority is an “anti-recession package” that can be both enacted and 
spent quickly, will create and preserve jobs in the near-term, and not add 
significantly to long run deficits. It should include temporary aid to states in the 


3 



198 


form of an increased Medicaid match and block grants for education and other 
purposes. Aiding states will prevent them from taking actions to balance their 
budgets-cutting spending and raising taxes-that will make the recession worse. 
The package should also include temporary funding for state and local governments 
to enable them to move ahead quickly with genuinely “shove! ready” infrastructure 
projects (including repairs) that will employ workers soon and improve public 
facilities. Another important element of the anti-recession package should be 
substantial transfers to lower and middle income people, because they need the 
money and will spend it quickly. This objective would be served by increasing the 
Supplemental Nutrition Assistance Program (SNAP), unemployment 
compensation, and the Earned Income Tax Credit. Helping people who lose their 
jobs to keep their health insurance and aiding distressed homeowners also belong in 
this “anti-recession” package. On the tax side, my favorite vehicle would be a 
payroll tax holiday, because payroll tax is paid by all workers and is far more 
significant than the income tax for people in the lower half of the income 
distribution. Moreover, a payroll tax holiday would be relatively easy to reverse 
when tax relief was no longer appropriate. This anti-recession package should 
move forward quickly. Because its components would be temporary, there would 
be little reason for concern about its impact on the deficit three or four years down 
the road. 

The anti recession package should be distinguished from longer-run investments 
needed to enhance the future growth and productivity of the economy. The 
distinction is not that these longer-run investments are less needed or less urgent. 
We have neglected our public infrastructure for far too long and invested too little 
in the skills of the future workforce. If our economy is to grow sustainably in the 
future we need to modernize our transportation system to make it more efficient 
and less reliant on fossil fuels. We need to assure access to modern 
communications across the country and invest in the information technology and 
data analysis needed to make medical care delivery more efficient and effective. 

We need a well thought-out program of investment in workforce skills, early 
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childhood education, post-secondary education, science and technology. Such a 
long-term investment program should not be put together hastily and lumped in 
with the anti-recession package. The elements of the investment program must be 
carefully planned and will not create many jobs right away. 

Since a sustained program of public investment ir, productivity-enhancing skills 
and infrastructure will add to federal spending for many years, it must be paid for 
and not simply added to already huge projected long-term deficits. That means 
either shifting spending from less productive uses or finding more revenue. 
Overtime, Congress could reduce commitments to defense programs and weapons 
systems that reflect outmoded thinking about threats to U.S. security, reduce 
agricultural subsidies, and eliminate many small programs that have outlived their 
original priorities. Reform of the tax system-including making the income tax 
simpler and fairer or increasing reliance on consumer taxation — could produce 
more revenue with less drag on economic growth. None of these policies would be 
easy, but the resources to pay for large permanent increases in federal spending 
must be shifted from somewhere else as the economy returns to full employment. 
Congress will only be able to accomplish this reallocation of resources if it 
reinstates some form of long run (say, ten year) PAYGO and caps on discretionary 
spending. 

1 understand the reasons for lumping together the anti-recession and investment 
packages into one big bill that can pass quickly in this emergency. A large 
combined package will get attention and help restore confidence that the federal 
government is taking action — even if part the money spends out slowly. But there 
are two kinds of risks in combining the two objectives. One is that money will be 
wasted because the investment elements were not carefully crafted. The other is 
that it vvill be harder to return to fiscal discipline as the economy recovers if the 
longer run spending is not offset by reductions or new revenues. 

Immediate Action to Bring Down Future Deficits 
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As this Committee knows well, projections of the federal budget show rapidly 
rising spending over the next several decades attributable to three major entitlement 
programs; namely, Medicare, Medicaid and Social Security. Under current rules, 
Social Security spending will rise rapidly over the next two decades, but level off 
after the Baby Boom generation passes through the system. The health care 
entitlements are expected to rise even faster. Moreover, they are expected to keep 
on rising because they are dominated by continued increases in the spending for 
health care in both the public and private sectors. If policies are not changed 
Medicare and Medicaid — and to a lesser extent Social Security — will drive federal 
spending up considerably faster than the rate at which the economy is likely to 
grow. Unless Americans consent to tax burdens that rise as fast as spending, a 
widening gap will open up. We will not be able to finance these continuously 
growing deficits. 

Because rapidly rising debt threaten our credibility as sound fiscal managers, we do 
not have the luxury of waiting until the economy recovers before taking actions to 
bring down projected future deficits. Congress and the Administration should take 
actual steps this year to reduce those deficits in order to demonstrate clearly that we 
are capable of putting our fiscal house in order. This can be done without endangering 
economic recovery. 

The crisis may have made Social Security less of a political “third rail” and provided 
an opportunity to put the system on a sound fiscal basis for the foreseeable future. 
Fixing Social Security is a relatively easy technical problem. It will take some 
combination of several much-discussed marginal changes: raising the retirement age 
gradually in the future (and then indexing it to longevity), raising the cap on the 
payroll tax, fixing the COLA, and modifying the indexing of initial benefits so they 
grow more slowly for more affluent people. In view of the collapse of market values, 
no one is likely to argue seriously for diverting existing revenues to private accounts, 
so the opportunity to craft a compromise is much greater than it was a few years ago. 
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Fixing Social Security would be a confidence building achievement for bi-partisan 
cooperation and would enhance our reputation for fiscal prudence. 

Vigorous efforts should also be made to make Medicare more cost effective and slow 
the rate of growth of Medicare spending, which contributes so much to projected 
deficits. While restraining health spending growth should be a major feature of 
comprehensive health reform. Medicare is an ideal place to start the effort. Medicare 
is the largest payer for health services and should play a leadership role in collecting 
information on the cost and effectiveness of alternative treatments and ways of 
delivering services, and designing reimbursement incentives to reward effectiveness 
and discourage waste. Congress has a history of allowing pressure from providers and 
suppliers (for example, suppliers of durable medical equipment or pharmaceutical 
companies) to thwart efforts to contain Medicare costs. The government has also not 
been adequately attentive to punishing and preventing Medicare fraud. The United 
States will not stand a chance of restoring fiscal responsibility at the federal level 
unless Congress develops the political will to hold health providers accountable — 
whether in the context of existing federal programs or comprehensive health reform— 
for delivering more cost effective care. A good place to start is Medicare. 

Process Reform 

This Committee does not need to be convinced that deficits matter and that the deficits 
looming in the federal budget-exacerbated by the rapid increases in debt associated 
with recession and financial bailout — must be dealt with sooner rather than later. You 
know that procrastination will make the hard choices harder and make us increasingly 
dependent on our foreign creditors and exposed to their policy priorities. The question 
is: should you take actual steps now to reduce future deficits or design process reforms 
that will force you to confront viable options and make choices in the future? My 
answer is: do both. 
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Fixing Social Security and taking aggressive steps to control the growth of Medicare 
costs would be visible evidence that Congress and the new Administration have the 
courage to rein in future deficits. But the Congress also needs to restore discipline to 
the budget process — not use recession or the financial meltdown as excuses for 
throwing fiscal responsibility to the winds just when we are going to need it more than 
ever. A large temporary anti-recession package is the right fiscal policy in the face of 
severe recession and should not be subject to offsets — that would defeat the purpose. 
But more permanent investments in future growth — also good policy-should be paid 
for and not allowed to add to future deficits. 

Moreover, entitlements, which dominate future spending, cannot remain on automatic 
pilot outside the budget process. Fiscal responsibility requires that all long-term 
spending commitments be subject to periodic review along with taxes and tax 
expenditures. There is no compelling logic for applying caps and intense annual 
scrutiny to discretionary spending, while leaving huge spending commitments, such as 
Medicare or the home mortgage deduction entirely outside the budget process and not 
subject to review on a regular basis. I am a member of a bipartisan group called the 
Fiscal Seminar (sponsored by The Brookings Institution and the Heritage Foundation) 
that addressed this problem in a paper entitled, Taking back our Fiscal Future, in 2008. 
We may not have come up with the right solution, but we certainly identified a serious 
problem that stands in the way of getting the federal budget on a sustainable long run 
track. 

Not a Partisan Matter 

The challenges that face this Committee— mitigating the recession, enhancing future 
growth, restoring sustainable fiscal responsibility — cannot be solved by one political 
party, but require non partisan analysis and bipartisan cooperation. In my opinion they 
require action on two fronts at once, including a strong antirecession package and 
immediate steps to reduce the contributions to future deficits of Social Security and 
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Medicare. They also require agreement on reforms of the budget process that will 
force the Congress to confront long-run spending and revenue choices. 


Thank you, Mr. Chairman and members of the Committee. 
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Chairman Conrad. Thank you, Dr. Rivlin. Thank you for your 
wisdom. 

Dr. Reischauer, it is very good to have you back, and you have 
been too long absent. Thank you for being here. 
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STATEMENT OF ROBERT D. REISCHAUER, PH.D., PRESIDENT, 
URBAN INSTITUTE 

Mr. Reischauer. Mr. Chairman, Senator Gregg, and members of 
the Committee, I appreciate the opportunity to return before this 
Committee, and I, too, want to applaud the leadership and efforts 
that you as individuals and the Committee as a whole have shown 
in the effort to focus attention on the significant issues that face 
our budget and to do this in a constructive and bipartisan manner. 

I will submit my prepared statement for the record and summa- 
rize it for you today. 

Chairman Conrad. Maybe I can just interrupt you for a moment 
to indicate that General Walker, the former head of the General 
Accounting Office, has joined us — somebody that in his previous ca- 
pacity as head of the General Accounting Office testified frequently 
before this Committee and who enjoys great credibility before this 
Committee. We just want to welcome him back to the Senate Budg- 
et Committee. 

I apologize for interrupting, Bob. 

Mr. Reischauer. It was a well-deserved interruption. 

It is well understood that we face two serious problems, and, un- 
fortunately, the remedies for them are diametrically opposed. First, 
we have the short-run or immediate problem associated with the 
economic recession. I am not a forecaster, but my gut tells me that 
Alice’s judgments on the consensus forecasts are right. I think it 
is more likely that the recession we are in is going to be deeper, 
longer and more difficult to get out of than those forecasts show, 
than the other options, which things will be better. 

I say this because the roots of this recession are really different 
from any other that we have experienced in the post-war period. 
The main difference is that we have a financial services sector that 
is in tatters, and it has to be repaired. And you have to go all the 
way back to the pre-Depression era before you find similar kinds 
of situations. 

Second, the stimulus that we are providing or are likely to pro- 
vide is the traditional medicine that we have applied to different 
kinds of recessions. It is likely to be less effective to this recession 
because its roots are different. 

And, third, it is worth noting that this is really the first recession 
that we have had when world economies have been as integrated 
as they are today and capital markets are electronically connected 
throughout the world. This makes responses very much more rapid 
and much more global than they have been in the past. So I, as 
I said, am dubious that this is not going to be a worse recession. 

To battle this recession, we are going to have to have tax cuts 
and spending increases of an unprecedented magnitude, and that 
is going to lead to higher deficits and a significant expansion of the 
debt held by the public. 

The second problem we face, as you have noted and Alice has 
spoken about, is the long-run fiscal sustainability problem. This ex- 
isted, of course, long before the current recession. In fact, if you 
look at the projections from 6 months ago, you see that under a 
continuation of current policy, we were headed toward having defi- 
cits as a percent of GDP that were larger than at any time in the 
post-war period when we weren’t either in a war or in a recession. 
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And from my way of thinking, it was not necessary to look out 50 
years or 75 years to get nervous about this situation. We had about 
7 to 10 years to begin fixing the problem, and if we did not move 
forward in that window, the risks, I think, would be quite unac- 
ceptable. So to solve this problem, we obviously need spending re- 
straint, health care reform, and a judicious increase in taxes. 

What has happened with the current recession is that we have 
received a wake-up call. We have been reminded of the risks that 
one runs when you seek to live beyond your means and delay hard 
choices and reforms that we know are unavoidable. Unfortunately, 
the debt that will be added and the size of the deficits over the 
next few years have shortened the window of time that we have to 
deal with the long-run problem. We probably have consumed what 
is the equivalent of 5 to 10 years of policy procrastination, and so 
that window that I talked about before has been compressed sig- 
nificantly. 

Fortunately, there is little debate over the primacy of dealing 
with the immediate economic problem first, and there is broad bi- 
partisan acceptance of the need to adopt measures that will put us 
on a fiscally sustainable long-run path. 

The real debate that is emerging is whether we should deal with 
these two problems sequentially or concurrently. Many people will 
argue that we should deal with the problems sequentially — address 
the short-run problem first and then, when it is well in hand, turn 
to the sustainability challenge. 

One reason to follow this approach is that if the economy does 
not recover, it would be both undesirable and counterproductive to 
take the steps needed to bring spending and revenues into line over 
the longer run. 

The second argument is that the measures needed to put the 
budget on a more sustainable long-run path could reduce the effec- 
tiveness of whatever short-run stimulative policies we enact. For 
example, a higher fraction of any tax cut might be saved in antici- 
pation of tax hikes scheduled for the future, or businesses may be 
reluctant to expand their capacity knowing that a period of fiscal 
restraint lay ahead. What is needed, the argument would go, is a 
single clear message from public officials that their full attention 
and efforts are directed at economic recovery. 

Third, there is a great deal of uncertainty not only about when 
the economy will be in the midst of a strong recovery and capable 
of sustaining some kind of restraint, but also what the new econ- 
omy might look like. The housing, automobile, State and local gov- 
ernment, and financial sectors might look quite different than they 
did in 2007, and that should affect our views of how fiscal restraint 
should be meted out. 

Strong as these considerations are, I would urge you to take ac- 
tion to deal with the two problems concurrently. There are at least 
three good reasons for following this approach. 

First and foremost, we need to instill confidence in prospective 
lenders that we understand that we must and are willing to put 
our long-run fiscal house in order. The credit market turbulence of 
the last 6 months should convince everyone of the importance of 
confidence, the suddenness with which it can be lost, and the dif- 
ficulty in regaining it once lost. 
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In recent years, we have depended very heavily on the willing- 
ness of foreigners to buy treasury securities. In fact, if you look at 
the period from December 2000 to September 2008, fully 74 percent 
of the $2.5 trillion net increase in privately held treasury securities 
was purchased by foreign and international interests. Looking for- 
ward, we have to ask whether these interests will be both willing 
and able not just to repeat their recent participation but to double 
or triple their efforts, which is what will be required given the size 
of our projected deficits. 

Some of the factors that explain foreigners’ ability and willing- 
ness to invest huge sums in dollar-denominated assets have weak- 
ened in recent months. For example, oil is now closer to $40 a bar- 
rel than $140 a barrel, and some oil exporters will no longer have 
the large dollar surpluses to invest in our securities. The trade sur- 
pluses of the Asian exporting nations have diminished as the reces- 
sion has slashed demand for their products. And their economies 
have weakened as well, so they are devoting more of their re- 
sources to stimulating their own economies. 

Finally, a portion of the huge gains made from trading financial 
instruments, real estate, and equities sought, in the past, the secu- 
rity of treasury securities, and those profits, of course, are no more. 
Prospective purchasers of our debt instruments will be looking for 
some assurance that we will address, in a serious fashion, our long- 
run fiscal imbalance. They want to be assured that they will not 
experience excessive inflation in the United States or excessive ex- 
change rate risk. It would be prudent to provide such assurance as 
we are asking them to dig deeper into their pockets to help us sup- 
port the fiscal stimulus that we are about to engage in. 

While Treasury borrowing rates have been at historic lows, we 
should not be fooled by this. This is largely the result of a flight 
to safety and liquidity, and it will disappear, I think, quite quickly 
when the economies around the world begin to bottom out and ex- 
pand again. So I think we are running huge interest rate risk if 
we do not provide the confidence that we are going to deal with our 
long-range budget problems. 

The second reason to take action now to put the long-run budget 
on a more sustainable path is that it may be politically more viable 
to enact future restraint at a time when significant amounts of 
more immediate pleasure are being allocated through the stimulus 
package. 

The third reason for acting concurrently is that this appears to 
be one of those very rare moments in history when seeking sac- 
rifice for the common good may be politically viable. We are a Na- 
tion that has elections every 2 years, and it turns out that there 
is never a good time to ask for sacrifice as a result. There is always 
a reason to delay. 

We are going to see a situation, no matter how much we promise 
that the stimulus package is temporary, in which the beneficiaries 
of that package are going to get their appetites whetted for a con- 
tinuation of this spending. They will, in many cases, be able to 
argue that whatever has been provided in the next year or two 
really has met only a fraction of the unmet needs that have devel- 
oped over the last couple of decades. And they will say that the 
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positive impact of the stimulus will be negated if the spending is 
cutoff. 

We have a new President, as several of you have mentioned, who 
is committed to addressing the long-run problem. The public seems 
to accept his call for responsibility, and there is a new mood of bi- 
partisan cooperation on Capitol Hill. All these things together I 
think make this a propitious time to act. 

By acting, I want to make it clear that I do not mean that we 
need to impose restraint immediately. That would clearly be fool- 
hardy. What we need to do is make the decisions now, adopt meas- 
ures that can slow the growth of spending or increase revenues 
over the long run. There is a wide range of measures that could 
provide additional assurance. At one end of the spectrum, of course, 
there are the promises, the solemn commitments, the pledges to 
submit budgets or pass budget resolutions that exhibit fiscal dis- 
cipline. But if we look at history, we realize that these tend to be 
forgotten, evaded, or reinterpreted and, therefore, offer little in the 
way of credible assurance. 

At a second level, there are budget process changes. I, like many 
others, endorse proposals to reinstate statutory discretionary 
spending caps in PAYGO, but you have to remember that these 
tools are designed to reinforce spending and tax restraint that has 
already been enacted. They are designed to keep the fiscal situa- 
tion from getting worse, not make it better. Biennial budgets, joint 
budget resolutions and so on, I think, are more likely to offer op- 
portunities for delay and conflict than to be vehicles to ensure that 
tough decisions are made. 

Summits, bipartisan task forces, and base-closing commission- 
type entities can serve as effective mechanisms for defining politi- 
cally viable packages of spending cuts and revenue enhancements 
when the will to act is present or the action is unavoidable. To be 
effective, however, they must be accompanied by strict timetables 
and ironclad procedural requirements that the Congress vote up or 
down on the package. And here I applaud the measure that the 
Chairman and Vice Chairman have introduced, which I think 
meets the test of an effective approach. 

The highest degree of assurance that we can provide creditors, 
of course, would come from substantive legislation. Such legislation 
does not really require a large dose of sacrifice at any point in time. 
Small incremental changes made over a long period can be quite 
effective and be politically palatable. The poster child for this ap- 
proach is the increase from 65 to 67 in the age of normal retire- 
ment, which was part of the 1983 legislation to strengthen Social 
Security. It first affected those turning 62 in the year 2000, and it 
will be fully phased in for those turning 62 in 2022. When this 
change began in 2000, there was hardly a peep. Nobody realized 
it was happening, and that offers, I think, a lesson for how one 
might go about dealing with some of the problems that we face. 

If we wanted to send a clear signal that we are committed to put- 
ting the budget on a more fiscally sustainable path, Congress could 
enact measures that would apply a more accurate inflation index 
to both entitlement benefits and the parameters of the Tax Code 
starting several years from now. Additionally, you could index the 
normal age of retirement in Social Security and the age of Medi- 
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care eligibility to increases in adult life expectancy. Such measures 
alone would be far from sufficient to solve the long-run budget 
challenge, nor are they necessarily the most desirable way to bring 
our spending more in line with our resources. But they are simple, 
their impact is widespread, and they are very gradual in effect. 
Furthermore, I think they would send a clear and strong message 
to our creditors about our commitment to long-run fiscal responsi- 
bility. 

While some may want to craft a larger and more appropriate 
package of measures, that task may prove to be very difficult given 
the demands that the current economic crisis will place on policy- 
makers. Should such a package emerge after one adopted these 
simple measures that I have suggested, the Congress could easily 
reverse its decisions on those original things. Congress has an abil- 
ity, I think, to drive backward that exceeds its ability to drive for- 
ward, and so undoing painful legislation is quite easy. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Reischauer follows:] 
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Addressing the Nation’s Contradictory Fiscal Challenges 

Statement of Robert D. Rejschauer 

Committee on the Budget 
United States Senate 
January 21, 2009 

Mr. Chairman and members of the Committee, I appreciate this opportunity to discuss with you 
the challenges posed by the nation’s fiscal situation. 

It is well understood that we face two serious problems, the remedies for which are diametrically 
opposed. First, there is the immediate or short-run problem, which is the economic recession 
whose roots are to be found in the bursting of the housing bubble, the excesses of mortgage 
markets, and the implosion of the financial sector related to excessive risk taking. This 
recession, which is the first to occur since the world’s economies have become highly 
interdependent and digitally connected, could well be the deepest, longest and most widespread 
since the Great Depression. To combat this serious downturn, we must stabilize housing 
markets, shore up the balance sheets of financial institutions as their regulatory oversight is 
strengthened, and stimulate aggregate demand. This will require tax cuts and spending increases 
of an unprecedented magnitude, which in turn will lead to higher deficits and a significant 
expansion of the debt held by the public. 

Second, there is the long-run fiscal sustainability problem. Even before the current recession 

* President of the Urban Institute. The views expressed in this statement should not be 
attributed to the Urban Institute, its sponsors, staff, or trustees. 
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began, the nation was careening down a fiscally unsustainable path. Promises, primarily those 
related to entitlement programs in general and health-related entitlements in particular, were 
projected to push spending up far faster than current-policy revenues. Before the middle of the 
next decade, deficits relative to GDP were projected to begin rising to levels that we have not 
experienced in non-recessionary periods of peace. Over the course of the following decade, as 
the retirement of the baby boom generation got into full swing, the imbalance associated with a 
continuation of current policy would have raised the risk of economic instability to unacceptable 
levels. Spending restraint, health care reform and judicious increases in taxes represent the 
prescription for addressing the long-run fiscal imbalance. 

The current economic crisis should serve as a wake up call, reminding us of the risks we run 
when we seek to live beyond our means and delay the hard choices and reforms that we all know 
are unavoidable. Unfortunately, the downturn has also shortened the window of time we have to 
address the long-term imbalance. The Congressional Budget Office has estimated that, even 
without further legislation, the deficit for the current fiscal year will be about $ 1 .2 trillion or over 
8 percent of GDP and the debt to GDP ratio will rise from 40.8 percent to 50.5 percent. With 
stimulus of the magnitude being discussed by the Administration and Congressional leaders and 
other high priority initiatives, the FY 2009 deficit could approach $2 trillion or about 14 percent 
of GDP and the debt to GDP ratio could top 55 percent. When he testified before this Committee, 
OMB Director Peter Orszag warned that deficits of about 5 percent of GDP could continue for 
the next five to ten years. Were this to occur, the debt to GDP ratio at the end of FY 201 9 could 
exceed any we have experienced in over half a century. In short, the consequences of the current 
economic downturn are likely to be equivalent to about five to ten years of policy procrastination 
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in addressing our long-term problems. 

There is little debate over the primacy of doing everything possible to forestall a further collapse 
of the economy and mitigate the hardship imposed by downturn on families, communities and 
businesses. Furthermore, there is broad bipartisan acceptance of the need to adopt measures that 
will put us on a fiscally sustainable path. The debate will be over how these two very different 
prescriptions should be joined. 

Some will argue that we should deal with these problems sequentially — address the short-run 
problem first and then, when it is well in hand, turn to the sustainability challenge. One reason to 
follow this approach is that if the economy does not recover it would be both undesirable and 
counterproductive to take the steps needed to bring spending and revenues into line for the long 
run. A second argument is that measures needed to put the budget on a more sustainable long- 
run path could reduce the effectiveness of whatever short-run simulative policies we enact. For 
example, a higher fraction of any tax cut might be saved in anticipation of tax hikes scheduled in 
the future. Furthermore, businesses might be reluctant to expand capacity knowing that a period 
of fiscal restraint lies ahead. What is needed, the argument goes, is a single, clear message from 
public officials that their fill! attention and efforts are directed at economic recovery. Thirdly, 
there is great uncertainty about not only when the economy will be in the midst of a strong 
recovery but also what the new economy will look like. The housing, automobile, state and local 
government and financial sectors might look quite different than they did in 2007 and that should 
affect our views of how fiscal restraint should be meted out. 
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Strong as these considerations are, I would urge you to take actions to deal with the two problems 
concurrently. There are at least three good reasons for following this approach. First and 
foremost, we need to instill confidence in our prospective lenders that we understand that 
changes must be made in our long run fiscal policy. The credit market turbulence of the past six 
month should convince every one of the importance of confidence, the suddenness with which it 
can be lost, and the difficulty in regaining it once lost. 

In recent years, we have depended heavily on the willingness of foreigners to buy Treasury 
securities. In fact, between December 2000 and September 2008, 74 percent of the $2.5 trillion 
net increase in privately held Treasury securities was purchased by foreign and international 
interests. Looking forward, we have to ask whether these interests will be both willing and able 
not just to repeat their recent participation but to double or triple their effort, which the size of 
our projected deficits suggests will be necessary. 

Some of the factors that explain why foreigners have been willing to invest huge sums in dollar 
denominated assets in the recent past have weakened. For example, with oil closer to $40 a 
barrel than to $140 a barrel, some oil exporters no longer have large dollar surpluses to invest. 

The trade surpluses of the Asian exporting nations have diminished as the recession has slashed 
demand for their products. Furthermore, as their own economies have weakened, they have 
begun to use more of their available resources for domestic stimulus. Finally, a portion of the 
huge gains made from trading in financial instruments, real estate and equities sought the security 
of Treasuries; those profits are no more. 
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Prospective purchasers of our debt instruments will be looking for some assurance that we will 
address, in a serious fashion, our long-run fiscal imbalance and that they won’t face either 
excessive inflation or exchange rate risks. It would be best to act to provide such assurance as 
we are asking for their increased participation so that we can avoid any risk premium on the 
interest rates we will pay. While Treasury borrowing rates have been at historic lows, this 
situation will not last. The flight of capital to safety and security, which explains these low rates, 
will reverse when economies around the world begin to bottom out and turn around. 

A second reason to take action now to put the long run budget on a more sustainable path is that 
it may be more politically viable to enact future restraint at a time when significant amounts of 
more immediate pleasure is being allocated. 

The third reason for acting concurrently to address the short and long run problems is that this 
appears to be a very rare and propitious moment to seek sacrifice for the common good. In a 
nation that has elections every two years, there is never a good time to impose restraint. There 
will always be a reason to delay. The stimulus package and other measures enacted to invigorate 
the economy are likely to whet the appetites of recipient interests. No matter how temporary we 
say the new spending or tax relief will be, affected interests will argue, often correctly, that it has 
met only a fraction of unmet need that has developed over the past decade. They will say that the 
positive impact of the stimulus will be negated if the spending level is not sustained. The new 
President’s commitment to addressing the long run problem, the public’s acceptance of his call to 
act responsibly and the mood of bipartisan cooperation that may be emerging on Capitol Hill 
combine to make this one of those very opportunities to tackle the difficult problem of fiscal 
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sustainability. 

Concurrently enacting measures that address both of the nation’s fiscal challenges does not mean 
that the restraint needed to put the budget on a more sustainable long-run path should be imposed 
in the near term. That would be foolhardy given the current state of the economy and the 
forecasts for the next year or two. Rather, what is called for is the adoption of measures that 
significantly raise the likelihood that fiscal restraint will occur when the current economic crisis 
abates. 

There exists a wide range measures that vary in the assurance they provide that could constitutes 
serious effort: At one end of the spectrum are promises, solemn commitments and pledges to 
submit budgets or pass budget resolutions in the future that will exhibit fiscal discipline. Threats 
to veto fiscally irresponsible legislation and disembodied deficit targets, such as those 
promulgated under the Gramm-Rudman-Hollings legislation, fall into this food group as well. 

We have had many of such commitments in the recent past. They tend to be forgotten, evaded, 
or reinterpreted and, therefore, offer little credible assurance of change. 

At a second level are changes in. the budget process. I, like many others, endorse proposals to 
reinstate statutory discretionary spending caps and PAYGO but we must rememberthat these 
tools are designed to reinforce spending and tax restraint that has already been enacted. They are 
designed to keep the fiscal situation from getting worse not to make it better, Biennial budgets 
and joint budget resolutions are more likely to offer opportunities for delay and conflict than to 
be vehicles that ensure that tough decisions are made. 
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Summits, bipartisan task forces, and base dosing commission type entities can serve as effective 
mechanisms for defining politically viable packages of spending cuts and revenue enhancements 
when the will to act is present or action is unavoidable. To be effective, however, they must be 
accompanied by strict timetables and iron clad procedural requirements that the Congress vote up 
or down on the package. 

The high degree of assurance that creditors will be looking for that we will deal with our long- 
run fiscal problem probably can only be provided by substantive legislation that will reduce the 
growth of spending or raises revenues in the future. Such legislation need not require a large 
dose of sacrifice at any point in time. Small incremental changes made over long periods of time 
can have significant impacts on the budget’s long-term sustainability and be politically palatable. 
The poster child for this approach is the increase from 65 to 67 in the age of normal retirement, 
which was part of the 1983 legislation to strengthen Social Security. It first affected those 
turning 62 in 2000, 17 years after its enactment, and there was hardily a peep from those who 
whose benefits were reduced. It will be fully phased-in for the 62 year old cohort in 2022. 

If Congress wanted to send a clear signal that it was committed to putting the budget on a more 
fiscally sustainable path it could enact legislation that called for using a more accurate measure 
of inflation to index both entitlement benefits and the parameters of the tax code starting several 
years from now. Additionally, it could index the normal age of retirement in Social Security and 
the age of Medicare eligibility to increases in adult life expectancy. 
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Such measures alone would be far from sufficient to solve the long-run budget challenge. Nor 
are they necessarily the most desirable way to bring our spending more in line with our resources. 
But they are simple, widespread in impact, and very gradual in effect. Furthermore, they would 
send a strong message to our creditors about our commitment to long-run fiscal responsibility. 
While some may want to craft a larger and more appropriate package of measures, that task may 
prove to be very difficult given the demands that the current economic crisis will place on 
policymakers. Should such a package emerge from the 1 11 * h Congress, it would be easy to 
reverse the indexing legislation. 
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Chairman Conrad. Thank you, Dr. Reischauer. 

Dr. Penner, thank you so much for being here. Please proceed. 
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STATEMENT OF RUDOLPH G. PENNER, PH.D., SENIOR FELLOW, 
THE URBAN INSTITUTE 

Mr. Penner. Thank you, Mr. Chairman. Mr. Chairman, Senator 
Gregg, and others, thank you very much for the opportunity to tes- 
tify, and I, too, congratulate this Committee for their efforts in the 
difficult pursuit of fiscal responsibility. 

The prevalent theme in recent discussions of stimulus is that the 
risk that we shall do too little exceeds the risk that we shall do too 
much. But I think that we must ask how much of too much we can 
tolerate. The risks of overdoing it are severe and, in my view, are 
not emphasized enough in the current discussion. 

I have several concerns regarding the proposed stimulus pack- 
age: first, that the combination of highly expansionary monetary 
and fiscal policies may lead to an excessive boom. 

If you believe the CBO forecast and the consensus on which it 
is based, most of the stimulus from this package will come after the 
trough in the recession. In other words, we must think of the stim- 
ulus package not as something that will ease the rise in unemploy- 
ment but, rather, as something that will accelerate the recovery. If 
the Fed must put on the brakes, another recession would be pos- 
sible. 

On the other hand, if, as Alice and Bob suggested, the CBO fore- 
cast is wrong, I think we will know that fairly shortly. If the eco- 
nomic decline starts to accelerate in this quarter, then I think we 
are in severe trouble. For the CBO forecast to be right, the rate of 
decline either has to stabilize or ease very quickly. My favored so- 
lution would be to have a much smaller stimulus package but have 
other weapons in the wings to use if the decline exceeds the CBO 
expectations. 

My second concern involves the speed with which the national 
debt is being increased. As Bob suggested, that could cause a very 
rapid rise in interest rates on treasuries, or in a worst-case sce- 
nario, create another bout of instability in international financial 
markets. The debt increase that we expect is extraordinary. Rel- 
ative to GDP, the debt will increase in 2009 considerably more 
than twice the past post-war record, which occurred in 1983. The 
debt is going to increase at least 50 percent over the next 2 years. 
In other words, we are going to ask foreign and domestic investors, 
both private and government, to increase their holdings of debt by 
that amount. And the question is: How much of an interest rate in- 
crease will be required? 

Now, even if bad things do not happen to interest rates, we know 
one thing with certainty, and that is that the interest bill on the 
debt is going to soar and become a budget problem in itself. 

Like my two colleagues, I think it is very important to improve 
confidence for the long run, and that does mean tackling the long- 
run budget issues simultaneously with trying to stimulate the 
economy. And I think in the very short run, you hear a lot of dis- 
cussion of the Congress actually increasing whatever package the 
administration puts forward. That would be a huge risk, in my 
judgment, and, if anything, the Congress should try to trim back 
the package. 

My third concern is that the Federal, State, and local bureauc- 
racies may not have the capacity to efficiently manage the huge in- 
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crease in spending that is being contemplated. Just to put it in per- 
spective, the Federal budget for physical investment has been run- 
ning about $120 billion a year. If you look at the House plan just 
issued, it is hard to classify some of that spending. But I think the 
increase for physical investment must be something of the order of 
$140 billion over 2 years or, in other words, about a 60-percent in- 
crease. That is just a gargantuan increase for the bureaucracies at 
various levels of Government to swallow. 

My last worry is that a significant portion of the spending in- 
creases and tax cuts in the package will become permanent, despite 
the best efforts to prevent that from happening. What we are talk- 
ing about here are huge increases in the budget, and if they are 
truly, truly temporary, they will have to be followed by huge cuts 
later. That is going to be enormously difficult. 

So, again, to summarize my conclusions, it would be nice to have 
a smaller package with some tranches of further stimulus in the 
wings if necessary. But I think, again, just to repeat, the most im- 
portant thing is that the Congress not increase the proposed pack- 
age significantly. 

While the budget problems that the Nation is going to face in the 
long run were clearly articulated by your opening statement, Mr. 
Chairman, the huge increase in the debt that we shall experience 
in the short run makes the task of reforming the budget much 
more difficult and more urgent. However, our short-run problems 
also present a golden opportunity. Short-run difficulties often make 
people more willing to accept longer-run reforms. Sweden, Canada, 
Germany, and Japan have all undertaken fundamental reforms in 
their social security systems in response to short-run crises. 

Nevertheless, entitlement and tax reform are excruciatingly dif- 
ficult politically. It will take a departure from normal procedures 
to make any progress. Therefore, Mr. Chairman, I think you and 
Senator Gregg are to be congratulated for suggesting a bipartisan 
commission that would make proposals that would then be consid- 
ered as a package and voted up or down. I also think, as in your 
commission, it is appropriate that it consist of elected officials and 
a few high-level officials from the administration, because I think 
only elected officials can really solve this problem. 

I believe that the only competing process that might have a 
chance of success is a bipartisan summit such as the one that fash- 
ioned an enormously important budget deal in 1990. And I think 
that maybe a summit has a few advantages over a commission that 
are more fully outlined in my full testimony. 

Nevertheless, I think it may be worth giving the commission idea 
a trial run. Although soaring health costs present the most serious 
budget problem by far, it may well be advantageous to tackle Social 
Security reform first. Possible reform options are well known, and 
we know a good deal about their effects. If it proved possible to 
fashion a bipartisan reform of Social Security using a commission 
such as you suggest, the two parties might develop the trust nec- 
essary to take on the more difficult challenges of health and tax 
policy reform. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Penner follows:] 
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ADDRESSING SHORT- AND LONG-TERM FISCAL CHALLENGES 

Rudolph G. Penner 
The Urban Institute 1 

Mr. Chairman, Senator Gregg and other members of the Committee, 
thank you for the opportunity to testify. 

The Short Run 

There is no doubt that these are perilous times. We economists 
generally rely on historical data to help understand the present and predict 
the future, but since World War II there has not been a historical precedent 
for what we are experiencing. There has not been the same sort of 
breakdown in credit markets and there has not been the same sort of 
astounding policy response. The Federal Reserve System has been 
increasing bank reserves at an explosive rate and we are considering a fiscal 
stimulus program many times the size of any ever contemplated. 

Because we are in uncharted waters, it is necessary to be somewhat 
modest in providing policy advice. The prevalent theme in recent 
discussions is that the risk that we shall do too little exceeds the risk that we 
shall do too much, but I believe that there is a need for dissenters and we 

1 1 am not representing nor speaking on behalf of any organization. I am a salaried employee of the Urban 
Institute. The observations and suggestions I present should be identified as my own and not necessarily 
those of the Urban Institute, its officers, or its Board of Trustees. 
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must ask how much of too much can we tolerate. The risks of overdoing it 
are severe and are not emphasized enough in the current discussion. 

I have several concerns regarding the proposed stimulus package; 

1. The combination of highly expansionary monetary and fiscal 
policies may lead to an excessive boom. 

2. The speed with which the national debt is being increased could 
eventually cause a very rapid rise in interest rates on Treasuries, 
or in a worst case scenario create another bout of instability in 
international financial markets. 

3. The federal, state and local bureaucracies may not have the 
capacity to efficiently manage the huge increase in spending 
that is being contemplated. 

4. A significant portion of the spending increases and tax cuts in 
the package will become permanent and significantly worsen 
the very serious long-run budget outlook. 

Risk of an Excessive Boom - One hears many dire economic forecasts these 
days, but considerable weight should be given to the recent forecast of the 
Congressional Budget Office. It tends to reflect the consensus forecast, but 
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it makes no allowance for the beneficial effects of a stimulus package. 
Nevertheless, the CBO expects the recovery to start later this year and be 
well underway in 2010. 

The spending associated with the stimulus will play out over two 
years and because of time lags, the bulk of the expansionary impact will 
come after the trough implied by the CBO forecast. The infrastructure 
spending will be especially slow to get going. The description of the House 
plan refers to $64 billion of highway projects that can be started within 180 
days and the bill would presumably finance $30 billion of that amount. It is 
worth emphasizing that 180 days is almost six months. Presumably, one can 
accelerate the timing somewhat, but then one must finance less worthy 
projects. Even tax cuts take about six months to have their full effect on 
spending according to recent estimates. 

Consequently, if the CBO forecast is correct, it is best to think of the 
stimulus, not as something that will much limit the rise in unemployment, 
but rather as something that will hasten the recovery. If the huge monetary 
stimulus starts to have an impact at the same time, we could see a runaway 
boom that the Federal Reserve would have to stop in its tracks. 

It is worth thinking back to the stock market crash of 1987. In 
response, the Fed poured liquidity into the system, although not remotely as 
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much as they have recently. Economic growth accelerated in 1988, inflation 
became a problem in 1989, and the Fed had to tighten to the point of causing 
the recession of 1990-91. Given that the policy response this time is very 
much more dramatic, the resulting cycle could be much more violent. 

If, on the other hand, CBO is being too optimistic about the state of 
the economy, that should be evident in a very few months. Ideally, we 
would have a much smaller stimulus package today, but a supplement ready 
to go if things turn out worse than expected. 

Increase in the National Debt - Recently, the CBO projected deficits 
of $1.2 trillion and $0.7 trillion in 2010. But these estimates do not include 
any stimulus program, any relief from the alternative minimum tax, 
extension of other temporary tax cuts, necessary war spending, or increases 
in other appropriations. It is reasonable to expect a deficit approximating 
$1.5 trillion in 2009 and something vvell over $1 trillion in 2010. The debt in 
the hands of the public is likely to rise from about 40 percent of GDP to 60 
percent by the end of 20 1 0. Relative to GDP the increase in the debt in 2009 
alone will be two times the previous record set in 1983 when President 
Reagan was accused of running irresponsible deficits. The increase over 
two years will be about 50 percent. That is to say, we shall be asking private 
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and government investors around the world to increase their holdings of U. 
S. government securities by 50 percent in two years. 

Currently, the appetite for U. S. debt seems virtually unlimited with 
the interest rate on 90 day Treasury bills almost zero. But the important 
question is, “What interest rate increase will be necessary to induce people 
to continue hold Treasuries once their desire for more risky securities returns 
to normal?” If the unusually high spread between corporate bond and 
Treasury interest rates starts to decline, the recovery will be slowed if the 
risk premium shrinks because Treasury rates rise instead of corporate rates 
falling. The situation will be even worse -if a Treasury auction of debt fails, 
much as a German auction failed within recent days. We could see a 
recurrence of financial instability and that would be devastating to the 
economic recovery. 

Whatever the probability of such unfortunate outcomes, there is one 
thing that we know with certainty. The interest bill on the debt will soar in 
future years and probably become a serious budget problem in its own right. 

The Management Capacity of the Federal, State and Local Bureaucracy - 
The stimulus plan proposed in the House would enormously increase the 
budgets of certain agencies and for particular activities in the state and local 
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sector. To put the plan into perspective, total Federal spending on physical 
investment has been running at about $120 billion, the bulk of which is in 
the form of grants to state and local government. Highway spending has 
been less than $40 billion. It is not easy to be certain how much of the 
money in the House bill should be classified as physical investment, but it 
appears as though the annual budget would be increased by at least $140 
billion over two years, i.e., almost a 60 percent increase. It looks like the 
Federal budget for highways would increase more than one-third. I do not 
hear of plans to increase the size of the federal bureaucracy temporarily by 
comparable amounts and one wonders whether the existing civil service can 
provide adequate oversight. Lesser percentage increases are implied for 
state and local investment budgets, but there are major areas in which the 
civil service could experience severe strains when asked to spend so much 
money in such a short time. 

There are huge increases for scientific research of various types when 
it is hard to argue that scientists are among those hardest hit by 
unemployment. In fact, one wonders if there are enough extra scientists to 
do the work. 

More generally, the budget increases are so large that there is bound 
to be much waste and some outright fraud. There is some risk that we shall 
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experience a Katrina rescue-type fiasco. I suspect that the money would be 
better spent if more were allocated to the safety net - unemployment 
insurance, food stamps and SSI. 

Temporary versus Permanent Spending — A relatively small proportion of 
the tax cuts and spending increases provide by the stimulus bill is intended 
to be permanent. It could be argued that none should be. However, the 
greater danger is that spending that is intended to be temporary will turn out 
to be permanent. Just as there will be huge increases in particular budgets at 
the state and local level, there will be have to be huge cuts once two years 
have passed. It is, of course, hoped that state and local revenues will grow 
enough in the recovery to supplant the temporary federal assistance, but that 
assistance is supposed to come to an abrupt end whereas the restoration of 
state and local revenues will occur gradually. There are bound to be severe 
mismatches and where the cessation of federal aid requires drastic cuts in 
budgets, it will take considerable political courage to end the so-called 
temporary program. 


Conclusion - Although 1 feel that it would be much preferable to have a 
much smaller stimulus package with extra tranches waiting in the wings if 
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needed, that is probably a quixotic wish at this point. However, there is 
much talk of the Congress expanding whatever package the administration 
puts forward and I see that as being extremely risky. It would be far 
preferable and may enhance confidence in bond markets if the Congress 
were to trim the administration package to some degree. To the degree that 
the Congress alters the composition of the package, it would help to enhance 
tax cuts somewhat and reduce the reliance on infrastructure investments. 
Tax cuts may not get quite as much bang for the buck, but they will have an 
effect much more quickly. Infrastructure investments will be much slower 
to get going and to complete. A significant portion is also very likely to be 
wasteful. On the spending side increases in the generosity of safety net 
benefits are both likely to have considerable bang for the buck and to work 
quickly. 
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The Long Run 

The budget problems that the nation will face in the long tun are well 
known. Social Security, Medicare, and Medicaid constitute almost SO 
percent of noninterest spending and all three programs are growing faster 
than tax revenues. The growth rate will accelerate as the baby boom retires. 
At the same time, our tax system is inequitable and terribly inefficient 
economically. It is hard to imagine using it to collect significantly more 
revenue without substantial reforms. 

The huge increase in the debt that we shall experience in the short run 
makes the task of reforming the budget both more difficult and more urgent. 
However, our short-run problems also present a golden opportunity. Short- 
run difficulties often make people more willing to accept long-run reforms. 
Sweden, Canada, Germany, and Japan have all undertaken fundamental 
reforms in their Social Security systems in response to short-run crises. 

Nevertheless, entitlement and tax reform are excruciatingly difficult 
politically. It will take a departure from normal procedures to make any 
progress. Therefore, Chairman and Senator Gregg are to be congratulated 
for suggesting a bipartisan commission that would make proposals that 
would then be considered as a package and voted up or down. I think that it 
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is appropriate that the commission should consist of elected officials and a 
few high level officials from the administration. Technicians have presented 
hundreds of policy options. Only elected officials and other high level 
policy makers can bargain their way to an acceptable compromise. 

I believe that the only competing process that might have a chance of 
success is a bipartisan summit, such as the one that fashioned an enormously 
important budget deal in 1990. (The summit recently suggested by the 
president-elect seems to be quite different from the 1990 summit in that it 
would include a number of experts as foil participants.) A summit can be 
thought of as an expansion of the Conrad-Gregg commission and the 1990 
summit did provide a policy package for an up or down vote. Alas, they 
failed on their first try and had to go back and refashion the package before 
they could attract majority support. 

1 believe that a summit has a few advantages over a commission. It 
can have broader representation and its rules of procedure may not have to 
be as rigid. It can also do its work in private. The imposition of an up or 
down vote by a commission might be too much for the Congress to swallow 
and there may be less flexibility to tty again if the first try fails. On the 
other hand, the openness and transparency of a commission may make their 
conclusions more acceptable to the public. 
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It may be useful to have a commission that tackles the budget problem 
sequentially. Although soaring health costs present the most serious budget 
problem by far, it may well be advantageous to tackle Social Security reform 
first. Possible reform options are well known and we know a good deal 
about their effects. The same cannot be said about the prominent options for 
reforming Medicare and Medicaid. If it proved possible to fashion a 
bipartisan reform of Social Security, the two parties might develop the trust 
necessary to take on the much more difficult challenges of health and tax 
policy reform. 
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Chairman Conrad. Thank you, Dr. Penner. Thank you all. 

I would like to wade right in. You know, this is what I would call 
a “target-rich environment.” Everywhere you look we have got a 
challenge, and everywhere you look we have got an opportunity. 

First of all, I want to thank all of you for your kind words about 
what Senator Gregg and I have proposed. I think it is absolutely 
imperative that we go down this path of addressing both the short 
term and the long term. I no longer believe putting off a plan for 
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the long term is viable. We have simply had too much ground lost 
as a result of this remarkable downturn. 

At the same time, I am extremely concerned about our approach 
with respect to the short term. And let me indicate why I am con- 
cerned. 

Between the second tranche of TARP or the second half of TARP 
and what has come over from the House, I do not personally see 
that we are maximizing the potential to deal with the short-term 
downturn. Why not? First of all, because I do not think we are 
dealing effectively with the housing crisis; second, because I do not 
think we are yet dealing effectively with the financial sector, and 
we simply cannot have a typical recovery without the financial sec- 
tor being healthy. 

I said the other day in an interview — and I noticed that Mr. 
Stephanopoulos used this to challenge Mr. Axelrod in his show — 
that I was somewhat skeptical about the notion that we would get 
the reduction in unemployment that many are forecasting as a re- 
sult of this economic recovery program. And I said that because 
most of the modeling is based on a financial sector that is relatively 
healthy. 

Our financial sector is not healthy, and so the typical modeling 
that shows the reductions in unemployment I think are just mis- 
placed; and that we have got to go back and focus effectively on 
stopping the collapse in housing prices; and, second, to get the fi- 
nancial sector back in the credit markets and lending. 

I would just ask each of you for your observations or reactions 
to those statements. Dr. Rivlin? 

Ms. Rivlin. I share your concerns, and I said in my prepared 
statement, I do not think we have models that will cope with this 
situation. Models have been calibrated on the experiences of the 
last several decades since World War II, and especially more re- 
cently, and as you pointed out, they just do not tell us what hap- 
pens when the financial sector is not functioning. 

So getting the financial sector functioning does seem to me to be 
a priority, and the question is how to do it. I did not think that 
the original idea of the TARP was very quickly workable. By the 
“original idea,” I mean taking the toxic assets off the books. Nobody 
knew how to value them, so I think the direct injection was a bet- 
ter idea as a first pass. But it has not gotten the banks really lend- 
ing again, so now I think that taking the toxic assets into some- 
thing like a bad bank is probably a good next step. It is going to 
be expensive, and we do not know how quickly it will work. 

I agree with you that we are not going to see much recovery until 
housing prices stop falling. But that is very hard to fix. We built 
too many houses. People were overleveraged, and I think housing 
prices, no matter what we do, are likely to fall further before they 
bottom out. 

That leads me back to feeling that a truly temporary but quite 
aggressive stimulus is actually a good idea to mitigate the damage 
and get some money into the hands of people who will spend it. 
But I do think it will be temporary — should be temporary, and that 
we should not load into the same package a lot of long-run spend- 
ing, which, however worthy, ought to be paid for. 
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Chairman Conrad. I would just say in comment to your last 
statement, I have looked now at CBO’s estimate of the economic re- 
covery bill coming over from the House. Fully 62 percent of it does 
not spend out until after 2 years. 

Ms. Rivlin. Yes, and that is not stimulus. It is something else. 

Chairman Conrad. Yes. Whatever one calls it, it is not what 
Senator Gregg and I have tried to send as a message to our col- 
leagues as appropriate, that it be temporary, that it be targeted, 
that it be timely. I mean, 62 percent of the outlays is after 2 years. 

Mr. Reischauer, your observations on the larger question? 

Mr.RElsCHAUER. My observation is your diagnosis is absolutely 
right on the money. The problem here is we do not know what the 
appropriate prescription is. We know that what we have tried so 
far has not worked as well as we would want, and when we look 
at some of the alternatives, we are hesitant because we see prob- 
lems of moral hazard, there are problems of rewarding the 
undeserving. We have a financial sector that is stressed, and the 
American people are understandably reluctant to pour huge 
amounts of their tax money into these organizations, the leaders of 
which have benefited disproportionately during the last decade by 
engaging in excessive risk taking. And they ask, you know, why 
should we save these folks, although the strength and health of our 
economy depends on the financial sector regaining its health. 

So I think we have just a very difficult challenge ahead of us. I 
do not think there is a magic bullet out there. As I said, this is dif- 
ferent from anything we have experienced in modern history. And 
it is going to probably lead to considerable dissatisfaction, both in 
Congress and in the public, about the steps we take. 

Chairman Conrad. Let me just say, I want to make sure that 
I do not leave a misimpression out there. When I talked about the 
CBO analysis of the House package, it is not the whole House 
package. It is the appropriated accounts. But, you know, that is 
over $350 billion of the $825 billion. But I do not want to leave a 
misimpression out there that I was talking about the whole House 
package. I am talking about the appropriated accounts. And I must 
say I find it very troubling. We are talking about 62 percent of that 
actually spending out not until 2011 and beyond. 

Mr. Reischauer. I think some of this comes right down to what 
Alice has been warning about, which is that this is a package that 
includes both true stimulus and long-run investment. And it is that 
long-run investment that is going to play out over a longer period 
of time. 

Chairman Conrad. Dr. Penner, what would be your response? 
And then we will turn to Senator Gregg. 

Mr. Penner. Well, like my colleagues, I think you have diag- 
nosed the problem accurately. It was the fall in housing prices that 
really brought down this financial house of cards that we had con- 
structed over the years. And dealing with that, I think it is very 
difficult practically to deal with foreclosures themselves, because 
presumably you do not want to bail out the investors. Moreover, I 
am told that more than 10 percent of foreclosures, people just walk 
away and do not leave any forwarding address. And then you have 
a very large group of people that just cannot be helped. They are 
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so far over their head that if you try and help them, they will fore- 
close yet again. 

So I do think that you have to focus on house prices. As a fiscal 
conservative, I never thought I would be making suggestions like 
this, but I do think we have 

Chairman Conrad. Don’t feel bad. We are all in the soup. 

[Laughter.] 

Mr. Penner. Now we essentially own Fannie and Freddie, so 
they can be used to bring down mortgage rates. Some have sug- 
gested bringing them down as far as 4 percent to try and kick-start 
the housing market. I would even contemplate a tax credit for 
homebuyers, perhaps restricted to first-time homebuyers. 

I, too, am just very dubious about trying to stimulate the econ- 
omy with infrastructure expenditure. We have known since the 
1940’s how hard it is to get such investment going in a timely fash- 
ion. So whatever your judgment as to whether we need it or not, 
I agree with Alice. It should be considered as a separate package. 
And if we need it, we should be willing to pay for it. 

Chairman Conrad. Senator Gregg. 

Senator Gregg. Thank you. Thank you, Mr. Chairman. I want 
to thank the panel. I find myself in agreement with so much that 
has been said. Let me try to just sort of summarize the problem 
as I see it, though. And I am not talking about the long-term prob- 
lem. I am talking about the short-term problem. 

Because this is such a unique downturn, unique recession in our 
history, I do not think classic Keynesian approaches are going to 
resolve the issue. I think we have to figure out where the Govern- 
ment can be most constructive in addressing the core problems, 
and I think the No. 1 place is in housing and the No. 2 place is 
in financial institution stability. And they tie together, obviously, 
very directly. 

The question is: Shouldn’t this stimulus package — in my opin- 
ion — be restructured along the lines of taking the vast majority of 
funds and putting them into an effort to restructure the housing 
situation to the extent that the Government can impact that by 
lessening foreclosures and by looking for owner occupants, and by 
forcing down the price of the face value of the mortgage in some 
sort of RTC structure or the FDIC proposals or something like 
that? 

And, second, as we move down the road here, we are not going 
to get the economy going again until the American people have con- 
fidence that there is a better tomorrow financially for them. That 
is the bottom line. And they are not going to have confidence there 
is a better tomorrow for them financially until their home price sta- 
bilizes. And the banks are not going to be able to control the price 
of their assets and be able to maintain their capital until mortgage 
prices stabilize. 

So I do think the Government has to step into this mortgage 
issue much more aggressively than we have, and the stimulus 
package is one of the ways I would do it, both with a tax credit 
and also with a very aggressive initiative, funded through either 
the FDIC or the Comptroller. It would be different than the RTC, 
but it would be the same concept. 
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Second, I think we have to clarify to the marketplace that we are 
not going to go to the English model here, because I think one of 
the reasons we are having problems with the marketplace is there 
is such uncertainty about where the Government is going to go 
with all this money that they are putting into these financial insti- 
tutions. And nationalization, which is the English system, simply 
undermines the capacity to ever get private equity into the market 
to stabilize this. So I think we have to be very careful as we put 
all this money in that we use vehicles that publicly state we are 
not going to pursue nationalization as an option here. 

And, third, my sense is we have got to monetarize a lot of this. 
We have got to set inflation targets and accept the fact that for a 
period here we are going to have to inflate and publicly state that 
that is our purpose, because this deflationary spiral that we may 
be headed into is more severe than an inflationary event of a short 
term, hopefully. We have got to figure out how we back out of it, 
and there ought to be a stated end game to how you back out of 
it. 

Now, you folks may disagree with all that, but I would like to 
get your comments on those three approaches: focus on figuring out 
a way to stabilize the price of the real estate through addressing 
aggressively the mortgage foreclosure issue; second, address the 
issue of the financial system, making it clear that we are not going 
to nationalize and, therefore, we give the option for private dollars 
to follow us in and the markets stabilize enough so they are willing 
to; and, third, whether or not we need to monetarize the debt — get 
the inflation rate up. 

Ms. Rivlin. Shall I start on this daunting task of answering? 

I basically agree with your feeling that we have got to stabilize 
housing prices and we have got to try lots of ways of doing it. I do 
not think there is any one magic answer, nor is it necessarily going 
to work right away. I think housing prices are probably going to 
fall further. And even if we 

Senator Gregg. Should we be focusing the stimulus, since it is 
all outside the 2-year window anyway, on housing as opposed to 
the other things that are making up the majority of the stimulus 
spending? 

Ms. Rivlin. I would focus quite heavily on housing, but I would 
not eliminate the things that we need to get some money out there 
quickly to people who are hit hardest by the recession and will 
spend it. 

Senator Gregg. I like your idea of a holiday on the FICA tax. 
I think that makes a lot of sense. But we have seen historically 
from our last stimulus package that that is saved, it is not spent, 
because people do not have confidence. 

Ms. Rivlin. Well, the last stimulus package was partly saved, 
and it was a different kind of thing. But I think you can count on 
some spending — increases in the transfer programs will be spent 
quite quickly. If you raise food stamps, that goes to people who 
need it really badly, and they are going to spend it. And the parts 
of the stimulus package that gp tp vulnerable people — increasing 
unemployment, raising the EITC — I would do. 

Let me come to nationalization. I agree. I do not think we have 
any tradition here of wanting the Government to run the banks. 
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What we have to do is make clear what the relationship of the Gov- 
ernment to the financial institutions that it is bailing out is going 
to be in the future. And we have not made that clear. We cannot 
hand over a lot of taxpayer money to financial institutions without 
some rules about what they have to report and what they have to 
do. I think the public is going to demand that, and the new admin- 
istration, I assume, is going to try to get that clearer. But we are 
not a country that would like to have the Government running the 
banks. I do not think anybody in the government wants to run 
banks at the moment. 

[Laughter.] 

Ms. Rivlin. On reflation, we do not know how to do that. The 
Federal Reserve has been creating billions and billions and billions 
of reserves on the books of the banks, and we are getting money 
out there every way we know how. But you do not get reflation un- 
less somebody wants to spend it. And at the moment that is not 
happening. 

Chairman Conrad. Dr. Reischauer. 

Mr. Reischauer. It is certainly necessary to stabilize housing 
prices, but we want to stabilize them at a level that is sustainable, 
and we have to recognize that housing prices got way out of line 
with underlying incomes over the previous 5 or 6 years. In part, 
that was due to innovations in credit markets that allowed people 
to borrow huge amounts of money with very small monthly pay- 
ments, temporary though some of them were. We do not want to 
create another artificial situation. We can use, explicitly use Fed- 
eral resources to subsidize mortgage interest to some degree, but 
as I said, we do not want to re-create, in a slightly different form, 
the problem that we had before. 

With respect to the threat of nationalizing the financial system, 
I agree with Alice; I do not think that is really anywhere on the 
card sheet right now. We are not a country that turns in that direc- 
tion, although with respect to certain financial institutions, like 
Fannie and Freddie, an argument could be made that they should 
become nationalized entities. You know, I am not convinced it is 
the right set of arguments, but I think a case can be made. 

On the last issue, I do not spend sleepless nights worrying that 
we are going to enter into a deflationary spiral and suffer the con- 
sequences that Japan did. A huge fraction of the reduction in price 
levels over the last 7 months has been because oil has fallen from 
$140 to $40 a barrel. It obviously cannot fall another $100. I do not 
think we have the underlying productivity rate of increase of 
Japan. And a lot more of what we do now is service sector types 
of activities. 

And so while we might have some years of relatively low infla- 
tion, I do not expect to see years of zero inflation or slightly nega- 
tive inflation. 

Chairman Conrad. Dr. Penner? 

Mr. Penner. Well, I agree that we have to do something about 
housing prices. I already talked about that before. I also think that 
there should be some tax cuts in the stimulus program. I have been 
a little concerned that much of the discussion involves changing 
withholding rates, which really dribbles out the tax cut over a long 
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period of time. I would act much more quickly with lump-sum in- 
jections into the economy. 

We have to recognize that not much of that will be spent. Studies 
of the 2002 experience suggests that about 40 cents out of every 
dollar is spent the first quarter. There is much more disagreement 
about what happens in the second quarter. But 2002 involved an 
acceleration of a permanent cut, so just a temporary one would 
probably have less impact. Nevertheless, I think it is 

Chairman Conrad. If I could stop you on that, this is something 
we are talking about right now. Do you have any sense what you 
get on a temporary cut? 

Mr. Penner. Well, I think immediately it would be less than 40 
cents. 

Chairman Conrad. You know, there is some talk — there is a 
study that is going around that a lot of us have talked about that 
on the rebate program that was previously done, only 30 percent 
of that was spent in the first quarter. 

Mr. Penner. Yes, I think that is quite a reasonable estimate. 
There seems to be a consensus developing. But I also agree with 
Alice that I think you get more bang for the buck, if you expand 
the safety net — SSI, food stamps, unemployment insurance, the 
EITC — you will get more bang for the buck than the initial 40 
cents. 

With regard to the financial markets, in the early 1990’s, the 
Swedes faced a situation almost identical to what we are facing 
today, and I think their experience really warrants a study. The 
one thing that they did which we did not do initially is that they 
made the rules very explicit right from the beginning. It was a very 
transparent kind of bailout. Now, I have enormous 

Chairman Conrad. Can you tell us about — this is also some- 
thing — you are really on kind of a hot-button subject, because a lot 
of discussion right now — Swedes in 1991-92, housing collapse, they 
put money, they put capital into the banks. Can you tell us what 
the conditions were that applied to the extent that you know them? 

Mr. Penner. I do not know them with great precision, but they 
performed what they call triage. They divided their banks into 
hopeless — the one extreme — which were essentially taken over by 
a government-type entity, I guess like the RTC; ones that were 
healthy and did not really need much help; and then a group in 
the middle where assistance would make the difference between 
life or death for the bank. 

Now, how exactly they defined those three categories, I just do 
not have the information on that. But they did it very quickly and 
effectively, and in the end, they actually made a profit on the whole 
deal, as they were able to sell off 

Chairman Conrad. Now, they took equity positions. 

Mr. Penner. Yes. 

Chairman Conrad. My understanding is they did not allow 
healthy institutions to use government funds to buy other healthy 
institutions. My further understanding is that they required — to 
the extent institutions received Government funds, they had to 
demonstrate conclusively that they expanded their extension of 
credit; and, third, that they restricted bonuses to executives in 
firms that required government assistance. 
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To your knowledge, were those conditions applied? This is what 
I have been told. 

Mr. Penner. I did not know about the last one, but it was my 
understanding that the first two were, in fact, applied. 

Turning to the question of inflation and deflation, I guess I agree 
with Bob. I do not see a huge deflationary threat out there. We 
may well have falling price levels for a short period of time, but 
I do not worry a lot about it being built into the system as it was 
in Japan. 

On the other hand, I think we do have to look at what the Fed 
is doing with some care. We are increasing bank reserves at 
Zimbabwe-type rates. I have not looked in the last couple of weeks, 
but the last time I looked, the annual rate of growth since Sep- 
tember was over 500,000 percent. 

So I think that is worrisome. Optimists say, well, they can vacu- 
um them up very quickly. A wag said they will vacuum them up 
with a Hoover. But I am just not as confident, and it is just ex- 
traordinary the rate at which the whole Fed balance sheet has ex- 
ploded. 

Senator Gregg. I thank you for your thoughts and your input, 
and that is what I was looking for. These are ideas. There are so 
many ideas floating around here. We are trying to get some read- 
ing on them. But, again, I want to thank you for the strength of 
your statements today. I think they have been exceptional. 

Ms. Rivlin, you and I — when I sat down at that end of the Com- 
mittee, you used to testify regularly, and I sometimes disagreed 
with you. But today I found what you were saying to be right on, 
on so many things, as with all of you, that I just hope somebody 
else is listening to you. So good luck. Keep talking and keep those 
ideas out there. 

Thank you. 

Chairman Conrad. Senator Whitehouse. 

Senator Whitehouse. Thank you very much, Chairman. 

I would like to — I usually ask questions of witnesses, particularly 
witnesses as distinguished and knowledgeable as yourselves, but I 
would like to take this opportunity to make a point, because I 
think the discussion of sequencing of the economic recovery, ad- 
dressing Social Security, for instance, and addressing health care 
is one that we could make a terrible mistake about if we did not 
understand the situation correctly, and for your sake, because you 
talk about this all the time, and to give me a chance to explain, 
I would just like to share how I see it, and if you disagree, you 
have certainly time to respond. So it is a question in that sense. 

But I feel very strongly that, as has been said here, the health 
care problem is, I think, to use your words, by far the biggest prob- 
lem that we face, and I see us having two very distinct toolboxes 
with which to address that problem. 

One is the traditional bloody fiscal toolbox with its saws and 
clamps and those sorts of things. In less graphic terms, it is paying 
providers less when I think most providers feel they have been 
stretched pretty thin by Federal payments already, perhaps even 
intolerably thin, by putting an even bigger burden on our American 
industry to support the health care system when I think most folks 
believe that they are already sustaining an uncompetitive burden 
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in comparison with other States that have more efficient systems; 
by throwing people off health care coverage when we already have 
close on 50 million people without health care coverage; and by 
thinning out the benefits, even though the No. 1 reason for bank- 
ruptcy, at least until this recent crisis, in families has been that 
their coverage wasn’t any good and their health care emergencies 
put them into bankruptcy. So those are very, very bad ways to 
solve the fiscal problem of health care. They enjoy really only one 
advantage, and that is that they can be applied immediately, so 
you can wait. 

The other toolbox involves bringing our health information infra- 
structure into the 21st century, investing in it and overcoming the 
market failure that has prevented that technology from deploying 
itself. It is investing in quality improvements where those can be 
shown to reduce costs, which over and over again they can, and in- 
vesting in prevention where it can be shown to reduce cost, which 
over and over again it can, and reforming the way the system is 
paid for so that it sends the right signals and we are not always 
trying to push custard up the hill when we are reforming the 
health care system but you get virtuous cycles running and it 
starts to improve itself. 

That is a nice toolbox to be working out of, because it doesn’t cre- 
ate those terrible harms to families, those terrible social costs, 
those terrible consequences. It actually makes health care better 
and more efficient and more transparent and, I would argue, con- 
siderably less expensive. 

The problem is that that has a pretty significant administrative 
run-up before it can be really effective. We don’t even have the gov- 
ernmental administrative architecture in place right now to deploy 
those ideas effectively. They are just ideas out there. 

So I am really concerned that if we talk about this sequentially, 
first, we are going to deal with the economic problems, then we are 
going to look at Social Security, then we are going to look at health 
care, by the time we get around to looking at health care, we are 
too far down the road. I think we need to look at health care lit- 
erally first if we are going to get into that first toolbox because the 
effects that we are looking for aren’t going to be found right away, 
and I think anyway that beguiles people away from that notion 
leads us to an extremely dangerous precipice in the relatively near 
future when we have a fiscal imperative, what the Chairman and 
the Ranking Member frequently call a tsunami, coming at us on 
the one hand and really impossible political choices that that 
bloody toolbox produces, and we will have left ourselves no choice 
by not taking action now with the systemic reforms that, I think, 
beckon us to a much, much brighter and better day. 

So I would love to have you respond to that. 

Ms. Rivlin. I agree with you the increase in health care costs is 
driving the long-run problem and is the most important thing to 
tackle, and also that this is the moment to get started on improv- 
ing the delivery system and the quality. That is going to take up- 
front investment in health information technology. It better be 
smart investment. There is a lot of potential for waste here. But 
we need to gather the information to find out what treatments are 
effective, to change reimbursement so that it rewards effectiveness 
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and not waste, and that needs to be started now. I am encouraged, 
actually, that there is a lot of talk now, and more than talk, pro- 
posals, for doing the up-front investment. That is very important. 

I do think there are some things in the old toolbox, though, that 
ought to be used and that the Congress has had very little courage 
in addressing Medicare particularly. There is no reason why dura- 
ble medical equipment shouldn’t be subject to competitive bid. Re- 
jecting that, with all due respect, gentlemen, is ridiculous. The 
Congress has gone too easy on the pharmaceutical companies. 
Some changes there could bring down costs in the near future and 
be useful. 

But I don’t think that either you do this or you do that. You have 
got to do all of these things. We do need to tackle the deteriorating 
situation in the economy in the ways we have just been talking 
about. We need to get on top of the long-run budget problem. Si- 
multaneity is necessary. 

Senator Whitehouse. Thank you. 

Mr. Reischauer. I think you have analyzed the problem cor- 
rectly. I would caution, though, that if we went on an all-out cam- 
paign to develop what I call the infrastructure needed for a re- 
formed health system, that the savings that might result from that, 
from the reformed system, wouldn’t begin to appear for probably 10 
years, that this would be a cost increase, and an increase well 
worth making if you are sure you are going to get to the promised 
land. 

One positive note is that the bill that was considered by the 
House does have very substantial amounts of money for compara- 
tive effectiveness, for IT, for various other elements of this and the 
administration under Peter Orszag’s leadership, I think is very in- 
terested in pursuing this, as well. So I think we have a glimmer 
of hope that we might start out on the right path, but it is going 
to be a long time before, with the appropriate infrastructure, a re- 
formed payment system can translate into a new and different kind 
of delivery system that will end up both improving health and cost- 
ing less money than we otherwise would spend, not less money 
than we spend now probably. 

Senator Whitehouse. Mr. Chairman, I have gone over my time, 
but would you mind if Mr. Penner answered, as well, the same 
question? 

Chairman Conrad. No, I would — Senator Sessions, is that all 
right? 

Senator Sessions. That is fine. 

Senator Whitehouse. I appreciate it. Thank you, Senator Ses- 
sions. 

Chairman Conrad. And, Senator Sessions, I will add to your 
time. Thank you for your accommodation. 

Mr. Penner. I will be very brief. When we argued for a sequen- 
tial response, as in my full testimony and Alice and I didn’t mean 
a long dragged out response. We talked about doing Social Security 
and the stimulus very quickly. But I would see getting to health 
care very quickly after that. But we do have to recognize that it 
is an extraordinarily complex problem, that unlike Social Security, 
we don’t have good estimates of the effects of various options that 
might improve things. 
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I don’t fancy myself as being a health expert, but those that I 
know talk about the need to do a whole lot of little things to im- 
prove incentives and I think there are a lot of things we can do, 
even just focusing on the Medicare program. So it is bound to be 
a much more drawn-out process than dealing with Social Security. 

Chairman Conrad. I thank the gentleman for his courtesy. Sen- 
ator Sessions, we will add to your time commensurately. 

Senator Sessions. Thank you, Mr. Chairman. I want to thank 
you for setting a tone of honest inquiry into one of the most dif- 
ficult challenges we face. President Obama is committed to think- 
ing through and trying to find some new ways to deal with these 
problems. That does not mean we deny reality, though, so we have 
got to deal with the reality and help bring sensible legislation to 
his desk. Out of the thousands of things he has to deal with, some 
realities are not going away. 

I ran an ad in this last campaign. I got a lot of favorably feed- 
back from it. It just simply said, there is no free lunch. Debts have 
to be repaid. Like Julie Andrews’ line in “The Sound of Music,” 
“Nothing comes from nothing. Nothing ever could.” 

Spending more money today to stimulate the economy comes 
from somewhere, and we are either going to raise taxes or do other 
things or inflate the currency. 

Dr. Reischauer, the Chairman showed us a very troubling article, 
from the New York Times consistent with what you, indicated, I 
think, that said that the trade surplus for China, who has been 
buying so much of our debt, dropped from $50 billion a month last 
year to $20 billion a month. And assuming they increased some of 
their domestic spending, even if they wanted to buy from us, they 
are not going to have the money, and neither will the OPEC na- 
tions, as you indicated. 

Does that not indicate that we are likely to have to pay higher 
interest rates to attract the kind of capital we need to fund this 
new spending? Dr. Reischauer, I will ask you, since I think you 

Mr. Reischauer. I think that is the case, and to the extent that 
Americans begin buying Treasury securities, that means they are 
going to save more and consume less, which is something in the 
long run we want to encourage, but in the short run, detracts from 
aggregate consumer demand and makes the recovery even slower. 

Senator Sessions. Well, I worked with Senator Kennedy and we 
came close — Mr. Walker back there participated some — in creating 
a savings program just last year. At that time, saving in America 
was below zero. We were spending our savings rather than saving. 
Now, I think it is up to 4 percent or so as people have been faced 
with the realities. So that in one sense is good, but it does reduce 
sales at the store. 

Isn’t this — Dr. Reischauer, I will just stay with you — isn’t this a 
natural readjustment, that we are just going to have to go through 
some of this and it is going to be painful and there is no way we 
in government can throw around enough money to stop this adjust- 
ment? 

Mr. Reischauer. I think the answer to that is yes. It is why the 
three of us and many on this committee have been arguing for 
many years that when times are good is when we should be mak- 
ing these adjustments and these transitions. You can’t live beyond 
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your means forever and when reality comes and smacks you in the 
face is usually the worst time to make these sorts of adjustments 
because the consequences are substantial. 

Senator Sessions. Dr. Penner, you used these words. Housing 
brought down this financial house of cards, I believe was the 
phrase you used. I remember the letter Mr. Greenspan wrote to the 
Banking Committee in favor of Freddie and Fannie reform. In 
2005, my colleague, Senator Shelby, fought hard to get that reform. 
It failed. He predicted financial disaster, really, in the financial 
markets. It was a very, very strong letter. I read a book recently 
written in 2006. It predicted the housing collapse. And the Wall 
Street Journal just had six economists or financial gurus who pre- 
dicted the collapse in a front-page article. 

So what was this house of cards that collapsed? Can you simply, 
for the American people, tell us what it was that got us to this 
point that we are in a very painful circumstance now? 

Mr. Penner. Well, sir, in the good old days of Jimmy Stewart, 
you had savers on one side and they put their money in a bank and 
the bank lent it out to possible home buyers and businesses and 
so forth. What happened over the years is that Jimmy Stewart’s 
bank no longer kept the loans. They sold them. The securities that 
were based on these loans, particularly mortgage loans, got so com- 
plex, people didn’t understand what was backing the security. 

The securities, in turn, were purchased largely with borrowed 
money. Leverage exploded, and that meant that a very small de- 
cline in the ultimate price of a house would, as soon as a mortgage 
foreclosed or went delinquent, wipe out the whole equity of a highly 
leveraged purchaser. So it could destroy that particular lender. 
Even worse, we then created a whole business of insuring these se- 
curities against default in an unregulated way and the insurers 
turned out not to have anything behind their contracts, at least in 
the case of AIG. 

So it was, in my view, a huge house of cards. I think I have 
heard Paul Volcker say that he doesn’t think all of this financial 
engineering could have possibly been worth it in terms of the ulti- 
mate reduction in mortgage rates you got at the end of the chain. 
I am not sure of that, but certainly any reduction in those mort- 
gage rates was very small relative to the kinds of risks that people 
took along this complicated chain that was created between the ul- 
timate saver at one end and the ultimate investor at the other end 
of the chain. 

Senator Sessions. Dr. Sunshine, our CBO Director, testified be- 
fore this committee not too long ago. I thought he did a good job 
and was impressive. I think Dr. Rivlin and Dr. Reischauer said 
they thought this was going to be a deeper recession than he pre- 
dicted. But taking his numbers and those of the top people in the 
Obama administration, they are projecting without a stimulus 
package, as I understand their numbers, the unemployment rate 
not reaching 10 percent. It reached almost 11 under the Reagan re- 
cessions, which laid the foundation for 20 years of economic 
growth, I think. 

But I will ask your opinion. Don’t we need to be careful that we 
don’t throw a lot of good money for very little benefit if we have 
a realistic expectation that the economy will find its own footing 
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and come on back? You seem to be pretty optimistic since you are 
concerned about inflation. 

Mr. Penner. Well, I think it is a concern, which I enunciated. 
I think it is interesting to compare the response to the 1982 reces- 
sion, when, as you say, unemployment went up to 10.8 percent, to 
this one. In 1982, there was essentially no monetary stimulus be- 
cause Paul Volcker was still busily fighting inflation and double- 
digit rates on 90-day Treasuries persisted long beyond the trough 
of the recession. The only fiscal stimulus, which was kind of com- 
plicated, came from the Reagan tax cuts. They were very large, but 
I think it is fascinating that we took some of those back at the very 
trough of the recession with the TEFRA bill in 1982. 

So we are responding very, very differently to something that so 
far looks to me very much like the 1982 recession, at least in terms 
of the percentage fall in unemployment, and that is why I sug- 
gested that there was a risk on the other side that we overdo it. 

Senator Sessions. Would either of you like to comment on that? 
Dr. Rivlin? 

Ms. Rivlin. I think the question is, is this 1980-1982 or is it 
1933, and it may be something in between. I mean, the problem 
with relying on the 1982 response was we did not at that time have 
a total meltdown in our banking system and we don’t know wheth- 
er that fact and the credit crunch will greatly worsen the chances 
of recovery. The Chairman said that earlier. I don’t know. I don’t 
think anybody knows. That is the problem. 

Senator Sessions. Thank you, Mr. Chairman. 

Chairman Conrad. Could I just say that our analysis, and the 
reason I said what I said publicly, is because I believe the models 
that we are using now cannot capture the difference in the threat 
that we face. I just don’t think these models that are based on the 
financial sector being relatively unfazed fit the current cir- 
cumstance. 

And so these models that say that instead of 11 percent unem- 
ployment, we will get 2 percentage points less with the economic 
recovery package, and by the way, I believe strongly in an economic 
recovery package. I have got issues with this one. But I believe we 
need it, but I don’t believe we are going to get the same bang for 
the buck that you normally would given the damage that has been 
done to the financial sector. Our analysis shows, in fact, that we 
only get about half the bang for the buck that the traditional mod- 
els show. 

Now, we will see who is right and who is not right, but, you 
know, I have, and I am sure Senator Sessions, who is here, that 
you are hearing every day in your office from business people back 
in Alabama and people around the country you know. I have just 
had one of the leading businessmen in my State here for the inau- 
gural. He has got major banking interests as well as real estate de- 
velopment interests. I will tell you, this credit crunch is real and 
it is having a ripple effect way beyond what we had seen in the 
1982 downturn. That is what I believe. 

Senator Sessions. I agree, and I talked to a businessman re- 
cently and was shocked to see how severe he got caught in a finan- 
cial situation and how severe that could have been for him. But 
loans for automobiles are being advertised as zero percent. I talked 
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to a young couple recently. They are going to save about $300 by 
refinancing their mortgage at four-and-three-quarters percent or 
something like that. So there is some money out here. 

I just don’t know what the answer is. I agree. I am perfectly will- 
ing to admit that. And you and I joked before, but we have got this 
cycle in America, including President Bush, well, I believe in free 
market. I am inclined to say you either believe in it or you don’t. 
Somebody said in the decline of a nation’s values and old verities, 
they affirm the old verities verbally while they are doing exactly 
the opposite. So I am a little worried that some our principles, we 
have so panicked that we may be going too far. 

Let me thank you again, because your hearings have gone to the 
core of the problem we face. I am quick to say I don’t know the so- 
lution, but I have not seen any other hearings in the Congress, 
House or Senate, that I am aware of that are discussing the core 
problems we are facing and how we got into this mess and what 
it is going to take to get out of it. Thank you for your leadership. 

Chairman Conrad. Well, I thank you, Senator, and I thank the 
members of this committee who have been responsible. The one 
eternal verity I think you and I can agree on is debt has to be paid 
back. I come from a background, my grandfather owned bank stock 
in the Great Depression. My grandfather was a newspaper pub- 
lisher. In those days, you had unlimited liability, so when there 
was a run on the bank, you weren’t limited by the amount of your 
investment. That wasn’t the limit of your liability. And so the 
banker, when there was a run on the bank, would call and my 

f randfather would have to take down another $5,000, another 
10,000, didn’t believe in going bankrupt. It took him 9 years to re- 
cover after the recession, to pay all of his bills and the interest due. 

I think people in my State are acutely aware of debt, because we 
are an agricultural State, and debt can be a great help. Debt can 
be an incredible burden. And when you have too much debt, there 
are real consequences. You know, agriculture is very cyclical and 
so we have seen up close and personal, and I used to be the Tax 
Commissioner of my State, so I have seen it very personally, people 
coming in who had taken on too much debt and how it absolutely 
crushed them. 

So this is not an academic exercise to me. I am very concerned 
about debt. I am concerned about national debt, corporate debt, in- 
dividual debt. And while I recognize being able to get credit and 
buy a home when you have got 20 percent down, that is a wonder- 
ful thing, to be able to have a home for a family. I also know if 
you take on too much debt how it can crush people. I have seen 
it, and it is not pretty. 

And I am extremely concerned about the trajectory of events 
here, and that is why we are having these hearings. We are going 
to continue to do it. We are going to keep a spotlight on these 
things and we are going to insist that our colleagues think about 
these issues. 

I want to thank this panel very much for your taking the time 
and extending your energy and your effort to helping us better un- 
derstand these issues. I can’t imagine a more distinguished or cred- 
ible panel than one that involves the three of you. So thank you 
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very much for your contribution to this committee and to the Con- 
gress and to our country. 

Ms. Rivlin. Thank you. 

Mr. Reischauer. Thank you. 

Mr. Penner. Thank you. 

Chairman Conrad. The hearing stands adjourned. 

[Whereupon, at 11:46 a.m., the committee was adjourned.] 



FEDERAL RESPONSE TO THE HOUSING AND 
FINANCIAL CRISIS 

WEDNESDAY, JANUARY 28, 2009 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:01 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Murray, Nelson, Sanders, Warner, 
Merkley, Gregg, Sessions, Bunning, and Alexander. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Denzel McGuire, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. 

I want to welcome our witness, the new Director of the Congres- 
sional Budget Office, Dr. Douglas Elmendorf. This is Dr. 
Elmendorfs first appearance before our Committee. Congratula- 
tions on your selection. I do not think we could have done better. 

I was pleased to join the House Budget Committee Chairman 
John Spratt in recommending Dr. Elmendorf to be the CBO Direc- 
tor, and I am delighted that he has now taken his position at the 
helm of the agency. Given the extraordinary fiscal and economic 
challenges facing our Nation, it is more important than ever that 
we have someone of Dr. Elmendorfs stature leading CBO. I think 
it is fair to say that, on a bipartisan basis, those of us who were 
involved in the interviews — the House Republican Ranking Mem- 
ber, the Senate Republican Ranking Member’s staff, the Chairmen 
of the two Committees — were delighted that we had somebody of 
Dr. Elmendorfs quality. 

Our hearing today focuses 

Senator Gregg. And the Ranking Members. 

Chairman Conrad. And so were the Ranking Members, Senator 
Gregg says, and I really do think that represents the feeling of all 
of us after the intensive interview process. 

Our hearing today focuses on the Federal response to the hous- 
ing and financial crisis. Dr. Elmendorf has done extensive research 
and writing on both housing and financial market policy, so it is 
particularly appropriate that he is our witness. 

Before I go further, I notice that Senator Merkley has joined us, 
a new member of the Committee. We want to welcome Senator 
Merkley. Senator Merkley previously served five terms in the Or- 
egon Legislative Assembly representing House District 47 within 
the Portland city limits. He also served as the 67th Speaker of the 
Oregon House of Representatives. He has a B.A. in International 
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Relations from probably the most outstanding university in the 
United States, Stanford University — other than North Dakota 
State and UND — and has a Master’s in Public Policy from the 
Woodrow Wilson School at Princeton. In addition to the Budget 
Committee, he will serve on Banking, EPW, and the HELP Com- 
mittee. Welcome. 

Senator Gregg. Mr. Chairman, I would also like to welcome Sen- 
ator Merkley, and I would just note that if he wants to come over 
to our side, we will give him a chair that works. 

[Laughter.] 

Senator Merkley. Mr. Chair, it is a delight to be here, and par- 
ticularly to be here for a hearing on housing, which is so important 
to citizens in this country. Thank you. 

Chairman Conrad. We are delighted that you are here. 

With that, I want to just proceed briefly and then turn to Sen- 
ator Gregg for his opening statement. 

I think we all understand that we are in the midst of the worst 
economic downturn our country has faced since the Great Depres- 
sion. We have lost nearly 2 million private sector jobs in just the 
last 4 months, and we do not see that trend changing anytime 
soon. 



1.9 Million Private Sector Jobs 
Lost in Last Four Months 


(Monthly change, thousands or jobs lost) 



Source Bureau of Labor Statistics, U S. Department of Labor 


In response, Congress and the administration are working on an 
economic recovery package. Here are highlights of the plan that is 
now under consideration. 

It is designed to jump-start the economy, create jobs, lay a foun- 
dation for long-term economic growth. It includes investments in 
infrastructure, energy, health, and education. I would just say par- 
enthetically that those are the investments I am most interested in 
and most supportive of. 

It includes tax cuts for middle-class workers, families, and busi- 
nesses. Last night, in the Finance Committee, we considered cer- 
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tain additional incentives for businesses that I hope will be incor- 
porated in the mark before it comes to the floor. We received assur- 
ances from the Chairman of the Finance Committee that there will 
be improvements in that area before the mark comes to the floor, 
and also that the housing credit will be substantially strengthened. 


Economic Recovery Package 

• Designed to jumpstart economy, 
create jobs, and lay foundation for 
long-term economic growth 

• Investments in infrastructure, energy, 
health, education 

• Tax cuts for middle-class workers, 
families, and businesses 

• Increased food stamp and 
unemployment insurance benefits 

I offered an amendment last night to make the $7,500 housing 
credit apply to not just first-time purchases, but other purchases as 
well, although certainly not second homes or vacation homes, be- 
cause I think it is going to need more impetus to help us get the 
housing sector back on track and clear the inventory that is out 
there. 

It also includes increases in food stamps and unemployment in- 
surance benefits, which have, I think we all understand, a strong 
stimulative effect because those moneys flow very quickly. 

Unfortunately, I believe the economic recovery package as it is 
now structured does not adequately address the underlying hous- 
ing and financial market crises that sparked the downturn in the 
first place. Senator Kerry and I had an op-ed that was recently 
published in the Wall Street Journal on this matter. I believe the 
economic models that predict lower unemployment as a result of 
the package assume generally healthy housing and financial sec- 
tors where credit flows. That clearly is not the situation we now 
face. 

The housing crisis is continuing. One out of every five mortgages 
is underwater, meaning that the home is worth less than the re- 
maining balance on the mortgage. Some say it is as much as one 
in every four. And one out of every ten mortgages is delinquent or 
is in foreclosure, and the credit crisis continues. 
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Housing Crisis Continues 

• One out of five mortgages is 
“underwater” - with home worth 
less than remaining balance 

• One out of ten mortgages is 
delinquent or in foreclosure 


News over the weekend with respect to European financial insti- 
tutions as well as our own should serve as a warning signal to us 
all. I noted in the Washington Post this morning a review of the 
major banks all around the world and their precipitous drop in 
value. That has significant warning signals attached to it, and we 
need to pay attention. 

The chart I am showing now shows that about half of U.S. banks 
indicated they became less willing to make consumer installment 
loans in the final months of last year. Banks have not been that 
unwilling to lend in over two decades. 
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Credit Crisis Continues 

Banks' Willingness to Lend Plummets 


itage of U.S. banks reporting an increased; 
to make consumer installment loans) 


Sources: Board of Governors, Federal Reserve; 
National Bureau of Economic Research. 

Note: Shaded regions indicate periods of recession; 
Quarterly data through fourth quarter of 2008. 


The weaknesses in the housing and financial sectors are creating 
a vicious cycle. Credit remains largely frozen, lack of credit causes 
layoffs, job losses trigger foreclosures, foreclosures hurt bank bal- 
ance sheets further, and credit tightens even more. And the bad 
news on all these fronts hurts confidence, causing consumers to re- 
trench further. So economists have told us we must address this 
underlying housing and financial market crisis for the stimulus 
package to be as effective as it might be. 

In his testimony before this Committee earlier this month, Rich- 
ard Berner, the Managing Director and Chief U.S. Economist for 
Morgan Stanley, said this: “As you debate a new fiscal stimulus 
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package, keep in mind that tax cuts and stepped-up infrastructure 
outlays, whatever their merits, do not get to the causes of this 
downturn. They mainly tackle its symptoms. In my view, two crit- 
ical ingredients are still missing from the policy menu: first, clean- 
ing up the lenders’ balance sheets; and, second, mitigating mort- 
gage foreclosures. Lenders will start lending again when they feel 
secure about their balance sheets. Likewise, mitigating foreclosures 
is necessary to stem the slide in home prices, slow credit losses, 
and reduce the pressure on household wealth.” 

The final point I would like to make is that as we consider how 
best to respond to our current economic downturn, we need to si- 
multaneously prepare to pivot to address our long-term fiscal chal- 
lenges. As I have said before, our Nation’s long-term economic secu- 
rity will remain in jeopardy until we address the long-term fiscal 
imbalances that threaten to overwhelm the Federal budget in the 
years ahead. 

Now, fortunately, President Obama is committed to tackling this 
long-term problem. In a Washington Post interview earlier this 
month, he announced he intends to hold a Fiscal Responsibility 
Summit in February to focus on this issue. He said then, “What we 
have done is kicked this can down the road. We are now at the end 
of the road, and we are not in a position to kick it any further. We 
have to signal seriousness in this by making certain some of the 
hard decisions are made under my watch, not someone else’s.” 

With that, just before I turn to Senator Gregg, I want to indicate 
that Senator Warner has joined us as well. Senator Warner is also 
new to the Committee. I want to welcome him. 

Senator Warner has been both a successful high-tech entre- 
preneur, having co-founded the cellular telephone company Nextel, 
and served as the 69th Governor of the Commonwealth of Virginia. 
During that time, he chaired the National Governors Association 
and was named by Time Magazine as one of America’s five best 
Governors. He is also a former Senate staffer, familiar to many of 
us. Many of us consider him a friend, having worked for both Sen- 
ators Abe Ribicoff and our colleague Chris Dodd. Senator Warner 
has a law degree from Harvard Law School — which we will not 
hold against him — and an undergrad degree from George Wash- 
ington University. Welcome, Senator Warner. 

Senator Gregg. 

OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Let me join you, Mr. Chairman, in welcoming 
Senator Warner. It is always nice to have former Governors on the 
Committee and in the Senate because they bring intuitive logic and 
thoughtfulness. 

It is also nice to welcome Senator Alexander back. Sort of like 
Halley’s Comet, he has returned to the Committee. 

[Laughter.] 

Senator Gregg. And we are honored. 

I want to associate myself with the Chairman’s remarks once 
again. I find myself doing that a lot recently. I think his definition 
and analysis of the problem is right on, that we need stimulus 
badly, but we need it in the right places. And the place where we 
need it is on the problem, and the problem is to get some value in 
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the real estate markets so that we can give people confidence 
again, because most people’s primary asset is their home, and if 
they do not feel that their home has the value that they have in- 
vested or that they are paying a mortgage on, then they lose their 
confidence in their future. And, of course, the price of real estate 
and the ability to maintain real estate prices is critical to the fi- 
nancial industry which does the lending, and they have to be able 
to value their assets. So they need to be able to have a fixed value 
on their real estate portfolio, and in this economy that has been 
hard to get. 

So, like the Chairman, I am disappointed that the stimulus ini- 
tiatives that we are seeing so far — which, as the Chairman men- 
tioned, were marked up in Finance and were marked up in Appro- 
priations, where I am a member — did not address in a more ag- 
gressive and robust way the issue of real estate prices and how we 
keep people in their homes and how we reduce foreclosures. 

Also, I am concerned that so much of the stimulus package is 
really outside the next 2 years. CBO has estimated, I believe, that 
over 50 percent will be spent out in 2011 and beyond on the appro- 
priations side. And that is not good. I mean, we would like to get 
this money out the door sooner. The administration has said — and 
I respect Mr. Orszag’s representation — that they are going to re- 
structure this in a way that allows them to get 75 percent out the 
door in the next 18 months. I hope they can do that, but I tend 
to have more confidence in the CBO estimate, to be honest with 
you, because CBO is a fair arbiter on this issue. 

So I believe that there are some adjustments which we can make 
in this stimulus package which would hopefully make it stronger 
and better. We do need a stimulus package. We need it badly. But 
we need it to be on point, and the point is that we have to get real 
estate prices and the real estate portfolios stabilized. 

In addition, I want to express my appreciation for the outreach 
that the administration has done in this area. Yesterday, the Presi- 
dent came to our conference, which is chaired by the Senator from 
Tennessee. He made an excellent presentation, I thought, and a 
substantive presentation, and addressed his approach and what 
they are planning to do in a very comprehensive way and in a way 
that gave me a lot of confidence that they are on the right track. 
But in that context, he talked about a three-legged stool, essen- 
tially, one of which is the stimulus; another of which is initiatives 
in the area specifically of stabilizing real estate prices, probably 
using the FDIC, although he was not that specific; and the third 
is the issue of cleaning up the balance sheets of the financial indus- 
tries, again, probably through using a bad bank, although he was 
not that specific. 

However, we have not seen the second two legs of the stool, and, 
thus, all we have to look at is the stimulus package, and the stim- 
ulus package as it is presently structured does not accomplish what 
I think needs to be done in that area. So we are going to be inter- 
ested in your views on this. I think this is at the core of the present 
problems we confront. 

I also want to second, of course, the ending of the Chairman’s 
statement which reflected the need to address the long-term fiscal 
health of our Nation by addressing the entitlement issues, which 
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is critical, and now is a good time to do it. You know, we are in 
crisis. People are sober. There is a sense of community here that 
often does not exist in the Congress. There is a willingness to work 
across aisles. So let us move on that issue right now while the iron 
is hot and while we can get things done and while there is a good 
will to do that. And, again, I congratulate the President for step- 
ping up and saying that he intends to do that, but I think sooner 
rather than later is the watch word on that. 

So we look forward to your comments, Dr. Elmendorf. Thank 
you. 

Chairman Conrad. I thank the Senator for his comments. 

Before we turn to Dr. Elmendorf, I would also like to welcome 
back to the Committee Senator Alexander, a very able and valued 
member of this Committee in a previous iteration. And we are ab- 
solutely delighted to have him back. This is such a critical time for 
this Committee and the Congress. We really need all hands on 
deck, and we need the best ideas of everyone. And we are very for- 
tunate to have the best ideas of a new CBO Director here this 
morning. 

Dr. Elmendorf, please proceed. 

STATEMENT OF DOUGLAS W. ELMENDORF, PH.D., DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE 

Mr. Elmendorf. Thank you, Chairman Conrad, Senator Gregg, 
and members of the Committee. I am very pleased to be here for 
my first testimony before this Committee as Director of CBO and 
welcome the opportunity to talk with you about the turmoil facing 
our housing and financial markets and the options that policy- 
makers have for addressing those problems. I want to make three 
points today. 

First, turmoil in the housing and financial markets will continue 
for some time, even with additional policies, but especially without 
them. 

Second, to generate a strong economic recovery, a wide majority 
of economists believe that both large-scale fiscal stimulus and fo- 
cused financial and having policies are needed at this time. 

Third, ensuring the availability of credit for qualified borrowers 
will require a multifaceted strategy that addresses the set of prob- 
lems facing the financial system. 

Let me elaborate on these points. 

First, the trauma affecting our housing and financial markets 
has a long way left to run. Conditions in the financial system have 
improved in some important ways in recent months. For example, 
the interbank market for short-term loans, which had essentially 
seized up in the fall, is now operating more smoothly again. Risk 
spreads in the market for commercial paper have decreased. And 
interest rates on conforming 30-year mortgages have fallen a good 
deal. 

However, these improvements do not reflect a return to normalcy 
by private markets and institutions but, rather, the aggressive pol- 
icy actions taken by the Federal Reserve and Treasury. Moreover, 
despite these actions, for many borrowers credit is more expensive 
and more difficult to obtain than it was a few years ago. 
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As the Chairman’s chart indicated, banks continue to tighten 
lending standards and terms for loans to both businesses and fami- 
lies. And the situation is likely to get worse before it gets better. 
According to some analysts, U.S. banks may experience another 
nearly $500 billion in losses on top of the $500 billion in losses they 
have already recognized. 

Challenging conditions are likely to persist for some time in the 
housing and mortgage markets as well. Home sales remain weak, 
and construction activity continues to decline sharply. With a large 
glut of unsold properties, home prices will probably fall a good deal 
further, pushing the value of more borrowers’ homes below the 
value of their mortgages. And as more of these underwater bor- 
rowers suffer income losses in the recession, rates of delinquency 
and foreclosure will rise significantly further. 

A second point is that most economists think that further policy 
actions to restore the health of the financial system and the hous- 
ing sector are needed. Broad-based fiscal stimulus will help the fi- 
nancial system to some extent by boosting incomes, and thereby re- 
ducing loan defaults. However, this indirect effect will not be suffi- 
cient to eliminate future losses by banks, much less to rebuild the 
financial system from the losses already suffered. So policies fo- 
cused directly at the housing and financial problems are a crucial 
complement to stimulus, as Chairman Conrad and Senator Gregg 
have pointed out. Without such action, the economic recovery will 
almost certainly be more halting, and there would remain a larger 
risk of further economic decline. 

Third, an effective policy to ensure the availability of credit to all 
qualified borrowers will require a range of tools addressing the 
whole collection of problems that we face. To deal with the faltering 
financial system, analysts have proposed several, possibly com- 
plementary, strategies. One is to inject additional equity into insti- 
tutions, perhaps by continuing the Capital Purchase Program 
under the TARP. This approach was widely supported by econo- 
mists, primarily on the ground that it would give the banking sys- 
tem the capacity to absorb further losses and continue making 
loans without requiring the Government to set a price for par- 
ticular troubled assets. 

Unfortunately, the extent of losses and the fog of uncertainty 
surrounding who exactly has suffered losses and to what extent 
may mean that broad-based equity injections are not the most cost- 
efficient way to continue to address the problems. 

Therefore, another strategy is to address the troubled assets di- 
rectly. This could be accomplished in several ways: by the Govern- 
ment buying assets, by the Government guaranteeing assets, or by 
the Government facilitating a division of assets into so-called good 
banks and bad banks. Any of these steps could help to clarify the 
true condition of banks’ balance sheets by removing the difficult- 
to-value assets, and by removing those problems, help bank man- 
agers to focus on new loans rather than old problems. 

The key disadvantage of this set of approaches that focus on 
troubled assets is that it requires the Government to set a price for 
buying the asset or for a guarantee. 

Yet another complementary strategy is for the Government to in- 
crease its own lending to households and businesses. This could in- 



255 


elude new programs or expanding existing programs, such as the 
Federal Reserve’s commitments to buy mortgage-backed securities 
and consumer loan-backed securities. The essential idea here is 
simply to provide public credit until the financial system is suffi- 
ciently healed to provide enough private credit. 

To deal with the problems of mortgage foreclosures, the Govern- 
ment again could take different approaches. One is to subsidize 
mortgage modifications to make mortgages more affordable to bor- 
rowers holders. For example, the Government might help pay to 
write down mortgage principal or to reduce mortgage interest 
rates. The two principal challenges here are that mortgage forbear- 
ance — modifying mortgages for people in need — will encourage ad- 
ditional defaults. And the second problem, these sorts of subsidies 
are likely to be very expensive. 

Another approach under consideration is to reform bankruptcy 
law. This would lead to more modifications at little Government ex- 
pense, but the reform of bankruptcy might also crimp the future 
supply of mortgage credit. 

Yet a third possibility is for the Government to reduce mortgage 
interest rates broadly. This would help both people trying to refi- 
nance unaffordable mortgages and new homebuyers trying to ob- 
tain mortgages. 

The Federal Reserve has acted, as I said, over the last several 
months to buy mortgage-backed securities. That has helped to 
bring down mortgage rates, as I mentioned, but more could be done 
in this area. 

Let me just sum up by saying that economists and financial ex- 
perts widely agree that the financial markets are likely to remain 
severely stressed for some time, and additional action is desirable 
now to promote their recovery and, hence, the economy’s return to 
vigorous growth. 

Thank you. I am happy to take your questions. 

[The prepared statement of Mr. Elmendorf follows:] 
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Chairman Conrad, Senator Gregg, and Members of the Committee, I welcome the 
opportunity to discuss the turmoil in our nations housing and financial markets and 
some options for additional action by policymakers. 

A strong financial sector is a necessary component of a robust economy. Financial 
markets and institutions channel funds from savers to borrowers who need the money 
to build businesses and hire workers and to buy homes and other goods and services. 
Indeed, credit is often required to support the ordinary operations of businesses — for 
example, to finance their inventories and co meet payrolls before payments are 
received. If the customary means of obtaining credit break down, the disruption to 
households’ and businesses’ spending can be severe. 

Thus, the ongoing crisis in the U.S. financial system has significantly depressed eco- 
nomic activity during the past year and a half, and it poses a serious threat to the 
nation’s ability to quickly return to a path of solid economic growth. Losses on more- 
gages, on assets backed by mortgages, and on other loans to consumers and busi- 
nesses, together with an associated pullback from risk taking in many credit markets, 
have raised the cost and reduced the availability of credit for borrowers whose credit 
racings are less than the very highest. To be sure, among the fundamental causes of the 
crisis was the provision of too much credit at too low a price as well as insufficient 
capital. However, the sudden shift to a much higher price for risk taking has led to a 
significant reduction in wealth and borrowing capacity; it has also forced a number of 
financial institutions to close and others to be merged with stronger operations. Those 
forces, in turn, are weighing heavily on consumption, the demand for housing, and 
businesses’ investment. 

Policymakers have responded to the turmoil with a set of unprecedented actions. 
Thus far, a systemic collapse of the financial system has not occurred, and conditions 
have improved noticeably in some financial markets. Nevertheless, according to some 
analysts, U.S. banks and thrift institutions could be facing more than $450 billion in 
additional estimated losses on their assets — on top of the approximately $500 billion 
that has already been recognized. The scale of those losses suggests that many financial 
institutions and markets will remain deeply troubled for some time, which will keep 
borrowing exceptionally costly for many borrowers and thereby dampen spending by 
households and businesses. 

Challenging conditions seem likely to persist for some time in the housing and mort- 
gage markets as well. Housing sales remain weak, and construction activity continues 
to decline. With the housing markets large glut of vacant properties, the prices of 
homes are likely to fall considerably further, pushing the value of more borrowers’ 
homes below the value of their outstanding mortgages. As more of those “underwater” 
borrowers experience losses of income during the current recession, rates of delin- 
quency and foreclosure on residential mortgage loans are likely to rise further. 

A crucial and challenging question for policymakers is, What further actions can be 
taken to normalize the financial and housing markets so as to spur economic activity? 
A separate but equally important question — though not one considered in this 
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testimony — is, What can policymakers do to reduce the risk of a financial crisis in the 

future? 

I will make four major points in this testimony: 

■ Turmoil in the housing and financial markets is likely to continue for some time, 
even with vigorous policy actions and especially without them. 

■ Most economists think that to generate a strong economic recovery in the next few 
years, further actions to restore the health of the housing sector and the financial 
system are needed. 

■ An effective policy to ensure the availability of credit for qualified borrowers prob- 
ably requires a multifaceted strategy that uses a range of tools to address the differ- 
ent aspects of financial distress. 

■ The costs to federal taxpayers of actions to reduce mortgage foreclosures and 
improve financial conditions are highly uncertain and may be large, but the eco- 
nomic consequences of doing nothing may be even greater. 


The Economy’s Continuing Financial Problems 

The vigorous monetary and financial policy actions of the past year and a half repre- 
sent a graduated response to the unfolding crisis. 1 When the first signs of financial 
turmoil emerged, it was not clear either to policymakers or to most other observers 
just how serious the crisis would become. The Federal Reserve first began to supply 
additional liquidity to credit markets in August 2007 as pressures from losses on 
mortgage-related assets unexpectedly began to mount. In the following year and a 
half, the central bank greatly increased the funds it was providing by creating a num- 
ber of new lending facilities to address emerging problems among financial institu- 
tions and in certain markets (such as those for commercial paper, money market 
mutual funds, and mortgages). It also expanded arrangements (known as currency 
swaps) to provide U.S. dollars to a number of foreign central banks and slashed the 
federal funds rate, which banks charge each other for overnight loans of their mone- 
tary reserves, almost to zero by late last year. 

Policymakers also took a series of significant steps to prevent the problems with sol- 
vency that a number of major financial institutions were experiencing from further 
destabilizing markets. 

■ The Federal Reserve, in consultation with the Department of the Treasury, facili- 
tated the sale of the investment bank Bear Steams to the commercial bank JPMor- 
gan Chase, in March 2008, by lending $29 billion to a newly formed limited 
liability company (LLC), Maiden Lane, against a $30 billion portfolio of Bear 


1. Tables 1 through 3 on page 26 describe those actions in more detail. 


2 
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Stearns’s less liquid assets. (An LLC, like a corporation, offers protection from per- 
sonal liability for debts incurred by a business.) 

■ The Federal Housing Finance Agency (FHFA) — the regulator of Fannie Mae, 
Freddie Mac, and the 12 Federal Home Loan Banks — put Fannie Mae and Freddie 
Mac into conservatorship, and the Treasury provided an initial pledge to inject up 
to $100 billion of capital into each of the institutions by purchasing an equity 
share, or ownership interest, in each company. 2 

■ The Federal Reserve extended a $60 billion line of credit to the insurance company 
American International Group (AIG). Additionally, the Federal Reserve Bank of 
New York arranged to lend up to $52.5 billion to two newly formed LLCs to fund 
purchases of residential mortgage-backed securities and collateralized debt obliga- 
tions from AIG s securities portfolio. 

■ The Emergency Economic Stabilization Act of 2008 (Division A of Public Law 

1 10-343) created the $700 billion Troubled Asset Relief Program (TARP), which 
began purchasing preferred stock of commercial banks in late October. (Preferred 
stock refers to shares of equity that provide a specific dividend to be paid before 
any dividends are paid to common stockholders and that take precedence over 
common stock in the event of a liquidation.) The law also temporarily raised the 
ceiling on deposit insurance from $100,000 to $250,000 per depositor. 

■ The Treasury, the Federal Reserve, and the Federal Deposit Insurance Corporation 
(FDIC) jointly announced agreements with Citigroup and Bank of America to 
provide each with a package of asset guarantees, access to liquidity, and capital. 

■ The FDIC created the Temporary Liquidity Guarantee Program in October 2008 
to strengthen confidence and encourage liquidity in the banking system. The pro- 
gram guarantees certain newly issued unsecured debt of banks, thrift institutions, 
and certain holding companies and provides full deposit insurance coverage for cer- 
tain checking and non-interest-bearing deposit accounts, regardless of dollar 
amount. 

The actions mentioned above have improved conditions in some financial markets 
and thus far reduced the risk of a financial meltdown. The interbank market for 
short-term loans, which had virtually seized up, has improved markedly in recent 
months, as indicated by the spread, or difference, between the interest rates banks pay 
to borrow from each other and their expectations about the federal funds rate. (The 


2. Fannie Mae and Freddie Mac were originally created as federally chartered institutions but were pri- 
vately owned and operated. Designed to facilitate the flow of investment funds, they pool mort- 
gages purchased from mortgage lenders and sell them as mortgage-backed securities, collecting 
annual guarantee fees on the mortgages they securitize. Conservatorship is the legal process in 
which an entity is appointed to establish control and oversight of a company to put it in a sound 
and solvent condition. 
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spread reflects the risk that banks will not repay the loan.) That spread can be mea- 
sured by the difference between the key interbank lending rate, the three-month Libor 
(the London interbank offered rate), and the average expected federal funds rate over 
the next three months.^ The spread has fallen to about 1 percentage point, which is 
roughly where it was before the failure of the investment bank Lehman Brothers 
(though still well above its historical norm) and well below its peak of 3.6 percentage 
points in October 2008. Transactions in the interbank market for short-term loans 
have picked up, and loans are being extended to somewhat longer terms than those 
seen recently, signaling that the crisis of confidence among financial institutions is 
continuing to ease. 

Conditions have also improved in the market for commercial paper, as indicated by a 
smaller spread between the interest rate on commercial paper and the rate on three- 
month Treasury bills. (Commercial paper is a kind of short-term borrowing that pro- 
vides credit to financial and nonfmancial firms.) The spreads for commercial paper 
that represents higher-quality credit have fallen substantially; in the case of paper with 
the highest credit rating, spreads have returned to the levels observed before Septem- 
ber 2007 — that is, before the financial crisis began to emerge. Moreover, the amount 
of commercial paper issued by financial firms has mostly recovered after a sharp 
decline last fall (the amount of nonfinancial commercial paper has changed little dur- 
ing the crisis) .Those improvements, however, do not imply that private lending has 
returned to normal; rather, the Federal Reserve has provided extensive financial sup- 
port to this market, particularly for paper that carries longer maturities, whose spreads 
remain elevated. Indeed, the amount of outstanding asset-backed commercial paper 
has yet to recover from the sharp drop that occurred in September 2007, and markets 
for lower-quality commercial paper no longer extend beyond a 90-day maturity. 

Credit difficulties are much more severe for companies with low credit ratings. Firms’ 
issuance of investment-grade (high-quality) debt was robust in the fourth quarter of 
2008, and the interest rates chat AAA-rated firms — those with the highest credit rat- 
ings — are paying to borrow money are 2 percentage points lower than at the height of 
the crisis, in October. (The spread of the AAA rate over the interest rate on 10-year 
Treasury notes nevertheless reached historic highs at the end of last year, indicating 
that the convulsions in financial markets and the recession have affected the cost of 
credit even for firms with the highest credit raring.) Conditions are more difficult 
for firms that have lower credit ratings — there has been little issuance of below- 
investment-grade debt. In addition, spreads on junk bonds have widened since Sep- 
tember 2008, in part reflecting the difficulties that continue to beset the economy. 

Although some financial conditions have improved significantly since September and 
October of last year, the flow of credit from banks remains constricted. A recent study 
showed that apart from preexisting lines of credit, bank lending to large borrowers 


3. The Federal Reserve attempts to achieve a target value of the federal funds rate in its conduct of 
monetary policy. The expecred federal funds rate is measured by the overnight index swap contract. 
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dropped sharply during the September-to-November period.^ Moreover, the senior 
loan officer opinion survey conducted by the Federal Reserve in October 2008 shows 
that banks continued to tighten lending standards and terms in the third quarter of 
2008. About 80 percent of large banks tightened lending standards for commercial 
and industrial loans, an important source of credit for investment. 4 5 In addition to 
their applying more rigorous standards for borrowers to qualify for such loans, more 
than 90 percent of banks (on net) raised their interest rates on commercial and indus- 
trial loans relative to their cost of funds. 

Lending standards for mortgages have tightened as well, with 100 percent of the 
respondents in the Federal Reserves October survey saying they were applying more 
rigorous standards to subprime loans (loans made to borrowers with low credit scores 
or other impairments to their credit histories), 90 percent saying they had tightened 
standards on nontraditional mortgages (such as alt- A loans, which are riskier than 
prime loans), and 70 percent reporting having tightened standards for prime borrow- 
ers (those considered least at risk of default). In light of the past excesses in mortgage 
lending, some tightening in standards had been expected. Since October, interest rates 
on jumbo mortgages (generally loans of more than $417,000) and on conventional 
30-year mortgages have fallen, but the spreads between those rates and the interest 
rate on 10-year Treasury notes rose. Those spreads fell in January, however, due in 
part to the Federal Reserves actions to support the mortgage market (discussed later). 

Lenders have also tightened standards and terms for consumer loans. In the third 
quarter of 2008, 58 percent of respondents to the Federal Reserve s survey reported 
tightening standards on credit cards, compared with 67 percent reporting such tight- 
ening in the second quarter. Interest rates on credit cards have begun to move down 
modestly over the past several months, but given the much lower Libor rates, the 
interest rate spread has, in fact, widened. 

Tighter standards for lending, declines in employment, and a large drop in consumer 
confidence have contributed to a marked slowing in the growth of consumer credit. 
By November 2008, the amount of consumer credit had grown by only 2 l A percent 
relative to the amoun t in November 2007, compared with growth of more than 
5 1 /z percent in the previous year. Much of the slowdown in growth in the past year 
occurred after July 2008, when the financial turmoil began to intensify. 

Continuing declines in house prices and the ongoing recession arc likely to worsen the 
financial condition of banks. Delinquency rates on residential mortgage loans contin- 
ued to rise through the third quarter of last year (the latest available data), and foreclo- 
sure rates have remained high. Delinquency rates on commercial real estate loans and 
consumer installment loans at commercial banks have also risen sharply over the same 


4. Victoria Ivanova and David Scharfstein, “Bank Lending During the Financial Crisis of 2008” 
(working paper. Harvard Business School, December 15, 2008). 

5. Board of Governors of the Federal Reserve System, The October 2008 Senior Loan Officer Opinion 
Survey on Bank Lending Practices {November 2008). 
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time span. According to the latest compilation by the Bloomberg financial informa- 
tion network, financial institutions worldwide have recognized losses of about $1 tril- 
lion since the third quarter of 2007, primarily because they held securities based on 
residential real estate. Analysts with Goldman Sachs estimate that banks worldwide 
are likely to experience about another $1 trillion in losses on residential mortgages, 
loans on for commercial real estate, credit cards, auto loans, commercial and indus- 
trial loans and corporate bonds 6 

In an attempt to deal with such losses, financial institutions have been reducing their 
leverage — chat is, their use of borrowed funds — by holding a greater amount of capi- 
tal in relation to their assets. In 2007 and early 2008, many banks seemed to have lit- 
tle difficulty in deleveraging because they could obtain additional capital from private 
sources through offerings of common and preferred stock. As the solvency of more 
and more financial institutions has been tested, however, those private sources of cap- 
ital appear to have dried up. 7 (Another way to increase capital would be to cut divi- 
dends, but most banks are reluctant to do so because that could deter new and exist- 
ing shareholders from holding the stock.) The interventions by the Treasury and the 
Federal Reserve in the past several months have been largely directed toward counter- 
acting the contraction of credit that results from banks’ deleveraging. The Federal 
Reserve, through its holdings of assets and by direct lending (for example, in the com- 
mercial paper market), has provided credit that private institutions previously would 
have provided. In addition, most of the first half of the $700 billion in TART funding 
has been used to supply banks directly with capital. 

The Need for a Multifaceted Strategy to Address the 
Financial Crisis 

Economists and financial experts widely agree that the financial markets are likely to 
remain severely stressed for some time and that additional action is desirable now to 
promote their recovery and hence the economy’s return to more vigorous growth. 
With the economy weakening, losses on loans are likely to continue to deplete the 
capital of financial institutions for the foreseeable future. Such conditions raise the 
prospect of a vicious cycle of loan losses, leading to further reductions in the availabil- 
ity of credit, weaker economic activity, more loan losses, and so on. Srimulus from fis- 
cal policies can strengthen the economy and, as a result, complement policies directed 
specifically at strengthening the financial sector. 


6. See jan Hard us and Michael Marschoun, Home Prices and Credit Losses : Projections and Policy 
Options, Goldman Sachs Global Economics Paper 1 77 (New York: Goldman Sachs, January 2009). 

7. Because new capital would largely help to shore up balance sheets, new investors would expect 
existing shareholders to accept a dilution of their ownership. Existing shareholders would rather 
take the gamble of not raising new capital than suffer an immediate reduction in wealth. Econo- 
mists refer to that reluctance of distressed firms to raise equity capital as a “debt overhang" problem. 
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Many analysts agree that a broader, clearer strategy is necessary to help return the flow 
of credit to a more normal state and support the recovery of overall economic activity. 
Some critics of the actions taken to date say those interventions have been confusing 
to markets and have given the impression that the government is “playing favorites” 
(because different forms and amounts of support have been given to different finan- 
cial institutions ). 8 Private investors are chary of providing capital to banks in part 
because of uncertainty about banks’ financial positions and future government 
actions. Moreover, banks may be postponing actions to resolve their financial prob- 
lems in anticipation of receiving additional support from the government. Therefore, 
one advantage of a more clearly enunciated strategy would be that financial markets 
would be more certain about future policy steps. 

Principles for Crafting a Strategy 

Several principles can be used to craft a sound strategy for further assisting the recov- 
ery of the financial markets: 

■ Effective strategies would have some degree of flexibility so actions can be adjusted 
to changing and unexpected circumstances. There is enormous uncertainty not 
only about the future course of this crisis but also about its impact on economic 
activity, the degree of success that might be expected from different policy actions, 
and the amount of resources to devote to those actions. A degree of flexibility 
would allow policymakers the leeway to shift gears so as to regain traction in a crisis 
that might continue to unfold in unexpected ways. Flexibility that is governed by 
principles that are understood by the private sector could reduce uncertainty about 
the governments interventions, which can freeze actions by the private sector. 

■ A sound strategy would determine an appropriate price for the assistance given to 
financial institutions. Such pricing should give financial institutions an incentive to 
solve their problems on their own if they are in a position to do so and should 
mean shuttering institutions that have little prospect of recovery. Underpricing the 
support would profit creditors, executives, or workers in the financial system at the 
expense of taxpayers. As a result, it would increase the likelihood that they would 
continue to take excessive risks in the future or become too large and important an 
institution to be allowed to fail (a phenomenon known as moral hazard). However, 
overcharging would delay the systems and the economy’s recovery. 

■ An effective strategy would encourage the participation of private capital. Having a 
role for private capital is important both because the government cannot provide 
enough money itself and because private market signals regarding the long-term 
viability of specific institutions can be valuable. Encouraging private capital means 


8. See Shadow Financial Regulatory Committee, An Open Letter to President-Elect Obama, Statement 
No. 264 (Washington, D.C.: American Enterprise Institute, December 8, 2008), available at 
www.aei.org/docLib/20081208_StatementNo.264.pdf; and Luigi Zingales, “Yes We Can, Mr. Gei- 
thner,” available at www.voxeu org/index.php?cpnode/2807. 
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not only that the strategy must provide clear guidance, but also that it must avoid 
as much as possible a lack of clarity and especially incentives that encourage private 
capital to sit on the sidelines and wait for government to act. 

■ As the financial system is rebuilt, private creditors will have to take some losses; and 
some banks may have to fail: It is neither necessary nor desirable for government to 
take on all the losses from bad assets. 

■ An efficient strategy would distort the supply of credit as little as possible. Distor- 
tions could arise, for example, if policies picked winners and losers — that is, if they 
treated financial institutions in similar circumstances differently or focused on cer- 
tain types of credit at the expense of others with similar needs. 

■ A sound strategy would coordinate the activities of government agencies (including 
the Federal Reserve, the Treasury, the FDIC, the FHFA, and the Securities and 
Exchange Commission) to avoid overlapping actions and initiatives that operate at 
cross purposes. 

■ A successful strategy would be implemented quickly to reduce the chances of a 
vicious cycle of losses on loans, reductions in the availability of credit, weaker eco- 
nomic activity, more loan losses, and so on. 

Evidence from Other Crises 

Previous financial crises in the United States and other countries highlight the risks 
and greater costs that come from implementing only partial measures in the hope that 
time and economic growth will quickly resolve problems in the banking system. 

The savings and loan crisis in the United States in the late 1980s illustrates the costs of 
delaying action. The ultimate cost to taxpayers for cleaning up the thrift crisis was 
estimated to be about 2 percent of gross domestic product (GDP), and an analysis by 
the Congressional Budget Office (CBO) found that delays in closing and resolving 
insolvent thrifts doubled the costs to taxpayers. 53 ’ 10 At the time of the crisis, some reg- 
ulators thought that the problems facing the thrift institutions were temporary and 
that, given time, the institutions could be restored to solvency through the profits 
gained in their operations and a recovery in the value of their assets. In effect, though, 
that forbearance by regulators led many insolvent institutions to cake greater risks in 
the hope of becoming solvent, a phenomenon known as “gambling for resurrection.” 
Because most of their deposits were federally insured, the institutions could acquire 
additional funds to make speculative investments by offering somewhat higher inter- 
est rates than solvent institutions had to pay. In the end, the costs to taxpayers spi- 


9. Timothy Curry and Lynn Shibut. "Costs of the Savings and Loan Crisis: Truth and Conse- 
quences,” FDIC Banking Review (2000). 

10. Congressional Budget Office, The Cost of Forbearance During the Thrift Crisis (June 1991). Note 
that the costs cited for resolving previous financial crises are generally stated in cash terms. 
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raled, eventually resulting in the Financial Institutions Reform, Recovery, and 
Enforcement Act of 1989 and the creation of the Resolution Trust Company. 

Financial conditions in Japan in the 1990s were probably closer to current conditions 
in the United States. In the 1980s, Japan experienced both stock market and real 
estate bubbles that by 1992 had burst. Initially, Japanese authorities encouraged the 
formation of private asset management companies that would purchase troubled 
assets from banks, but as the financial problems deepened, public funds were also used 
to purchase assets. In 1997, a credit crisis began with the bankruptcy of a major bank 
and a securities firm. Like the United States, Japan faced highly elevated interbank 
lending rates after those events, reflecting a lack of confidence in its financial institu- 
tions. In the midst of the crisis, the government changed the accounting rules govern- 
ing banks’ financial statements, allowing banks to choose whether to value assets at 
their historical book value or to use “mark-to-market” accounting. 5 5 As a result, Japa- 
nese banks could report earnings using the accounting method that was more favor- 
able to them. Using rhe book value of assets also gave Japanese banks an incentive to 
offer additional credit to troubled borrowers rather than to healthier firms “to avoid 
the realization of losses on their own balance sheets.” 12 Furthermore, as was the case 
during the U.S. thrift crisis, regulators allowed and even encouraged the practice of 
forbearance. 

By late 2002, Japan had finally begun to address the problems caused by forbearance, 
and its regulators were pressuring banks to improve their balance sheets. Japan s finan- 
cial sector improved, but whether the more effective regulation of banks or the global 
economic boom that began in 2003 had the greater impact is difficult to determine. 
The costs associated with the rescue of Japans financial system have been estimated at 
about 25 percent of GDP. 13 

The lack of support provided to the financial system during the Great Depression dif- 
fered from the policy of forbearance that characterized the U.S. thrift crisis and Japans 
financial turmoil, and some economists view that laissez-faire approach to the wide- 
spread bank failures that occurred during the Depression as an example of being too 
strict. According to Federal Reserve Chairman Ben Bernanke, policymakers thought 
at the time that “to weed out weak banks was a harsh but necessary prerequisite to the 
recovery of the banking system.” 14 By contrast, in Bernanke s view, the Federal 


11. Takeo Hoshi and Anil Kashyap, “ Will the US. Bank Recapitalization Succeed? Lessons From Japan'' 
NBER Working Paper 14401 (Cambridge, Mass.: National Bureau of Economic Research, Decem- 
ber 2008) 

12. Joe Peek and Eric Rosengren, “Unnatural Selection: Perverse Incentives and the Misallocauon of 
Credit in japan,” American Economic Review, vol. 95 (2005)- 

13. See Luc Laeven and Fabian Valencia, “ Systemic Banking Crises: A New Database, " IMF Working 
Paper WP/08/224 (Washington, D.C.: International Monetary Fund, November 2008), and Anil 
Kashyap, “Sorting Out Japans Financial Crisis,” Federal Reserve Bank of Chicago Economic Perspec- 
tives, vol. 26 (2002, Fourth Quarter) 

14. Ben S. Bernanke, “Money, Gold, and the Great Depression” (remarks at the H. Parker Willis Lec- 
ture in Economic Policy, Washington and Lee University, Lexington, Virginia, March 2, 2004). 
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Reserve should have increased the monetary base either by supplying more funds to 
banks or by increasing the currency in circulation to limit the adverse effects of bank 
failures on borrowers and depositors. Those funds could then have been used to pay 
off depositors and curtail runs on banks. 

A more successful outcome emerged from the response of Swedish policymakers to 
the financial crisis of 1992, which came on the heels of a speculative bubble in Swed- 
ish real estate. By 1991 , the cost of the reunification of Germany had caused interest 
rates in Europe to increase sharply. In addition, international growth was slowed by a 
recession in the United States, and the combination of those factors led Sweden’s real 
estate bubble to burst. The steep decline in the value of real estate in turn impaired 
the value of the assets held by many Swedish banks. The crisis was exacerbated by 
attempts to defend Sweden’s currency: Sweden’s central bank, the Riksbank, let over- 
night rates rise as high as 500 percent to prevent the outflow of the Swedish currency. 
In that difficult environment, Sweden’s economy fell into recession, and banks’ losses 
increased rapidly. 

The Swedish government insisted that banks value loans and assets on their balance 
sheets using mark-ro-market accounting standards.*^ Under those rules, the values 
prevalent in the financial markets were applied, even though many participants 
believed that the current conditions in those markets temporarily understated the val- 
ues of the assets. That policy led to large losses for the banks, but authorities consid- 
ered such a policy necessary to restore confidence in che financial system. Alter the 
banks’ assets were marked to market, banks identified as having good prospects for 
surviving were helped, and the rest were either merged with stronger banks or liqui- 
dated. 

As was the case in the savings and loan crisis in the United States, Sweden formed 
asset-management companies to deal with the assets from the liquidated banks. No 
measures were adopted to support nonfinanciai companies, and the number of bank- 
ruptcies rose markedly. Sweden placed limits on the Riksbank in its dealings with the 
banks, basically allowing the central bank only to provide liquidity and not to cake 
risks with taxpayers’ funds. Sweden’s financial sector began to recover about a year 
after the crisis reached its peak, in late 1993, at a cost of about A percent of its gross 
national product. 

The experiences of previous financial crises highlight the risks to nations’ economies 
and the costs to taxpayers when governments delay action to bolster their financial 
systems in the hope rhar economic growth will resolve banks’ problems. Of course, 
some cases could be cited in which global economic growth has allowed financial sys- 
tems to recover without special government action. Yet once the problems of such sys- 
tems became as severe as in the United States’ current situation, economists and finan- 
cial experts generally agreed that additional action was desirable to promote a systems 


15- See Lars Hdkenstein, Deputy Governor, Risbank, “Financial Crisis — Experiences from Sweden" 
(speech in Seoul, Korea, July 1 5, 1 998). 
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recovery. Successful approaches have entailed forceful action by government authori- 
ties to uncover the true financial condition of each bank, to dose banks in the worst 
shape, and to provide support to banks that appear viable in the long run. 

Possible Elements of a Rescue Strategy 

Several complementary approaches might be used to further assist the recovery of the 
financial system. Some extend or continue current interventions; others attack the cri- 
sis from different angles. 

Inject More Equity into Financial Institutions. The government could further 
strengthen the financial system by taking a larger ownership interest in some financial 
institutions through the purchase of more equity. That could be accomplished by 
continuing the Capital Purchase Program (CPP) under the TARP, an approach that 
was widely supported by economists when it began. In the eyc-s of some observers, the 
governments further purchases of equity in banks would bring the government closer 
to nationalizing a major portion of the banking system. However, additional pur- 
chases may be appropriate if conditions in the financial markets worsen. 

The main advantage of this approach is that it would provide banks with a greater 
capacity to absorb further losses, which would help stabilize the banking system and 
in so doing support banks’ lending. Another advantage of injecting equity is that it 
would maintain existing channels of borrowing and lending. Such channels cannot be 
created overnight, and the use of existing pathways would allow lending to pick up 
again more quickly. 

Some observers have criticized the CPP because they believe that banks that have 
received money from the equity purchases have not increased their lending suffi- 
ciently. That criticism is difficult to evaluate because it is very hard to trace the use of 
particular funds in large and complex banks, and it is very hard to know what bank 
lending would have been in the absence of equity injections by the TARP. In addicion, 
many banks currently have good reason not to boost lending. To the extent that they 
need to reduce their own leverage, they can do that either by lending less or by getting 
more capital. The government’s capital injection may thus mean that banks do not 
have to cut their own lending as much, but that may not mean they can actually 
increase lending. Moreover, even without the need to delever, the slow growth of lend- 
ing reflects banks' unwillingness to increase risky lending in the current recession or a 
lower demand for borrowing as a result of the slowdown. 

A further criticism of the CPP is that it is purchasing equity from banks at very favor- 
able terms for the banks. The program requires all banks to pay a dividend of 5 per- 
cent on the governments preferred shares for the first five years — even chough banks 
rhat have other outstanding preferred shares currently pay the owners of those shares a 
higher dividend. Moreover, che subsidy that the government's purchase represents var- 
ies by bank, because it depends on the markets assessment of che riskiness of invest- 
ment in the bank. 
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Injecting more equity into financial institutions raises the risk of propping up banks 
that should be allowed to fail. By supporting weak banks* the government may be 
allowing them to take excessive risks in hopes of resurrecting themselves. If they are 
successful, they stay in business; if they are not successful, their mistakes are paid for 
by the federal deposit insurance system or by taxpayers. 

Government equity injections are, moreover, unlikely to be sufficient to fill all the 
capital needs of banks if they are to provide a level of lending that is sufficient for a 
growing economy after the recession ends. Policy therefore needs to be designed to 
encourage private investors to supply some of the new capital. A clear, principled pol- 
icy can reduce the incentive for private investors to sit on the sidelines, waiting to see 
how much money the government will commit and which institutions will be 
supported. 

One possible approach to determining which banks should receive funds and the 
price they should pay for them, while at the same cime encouraging private participa- 
tion in recapitalization, would be to match the governments equity contributions or 
loans to private equity purchases. The involvement of private investors would solve 
the pricing problem because they would inject capital into firms only on terms that 
provided an adequate return on their investment. Policymakers could require that any 
injections of public capital be matched by private investors’ equity purchases and that 
the dividend rate that banks pay on their new public capital equal the rate they must 
pay on the new private capital. In that way, taxpayers would receive a rerurn on their 
investment that more closely reflected the risks they were assuming. However, the 
management and shareholders of distressed firms are unlikely to agree to take equity 
infusions without some federal subsidy because the injection of new equity capital on 
market terms usually benefits the firm’s debtholders at the expense of its sharehold- 
crs. 16 

Address Troubled Assets. The government could facilitate the removal of troubled 
assets from the balance sheets of some institutions. Such a removal could clarify the 
true value of institutions’ balance sheets by removing the difficult-to-value assets from 
some institutions and by establishing a market price that other institutions could use 
in their own valuations. That step might improve the solvency of some institutions by 
establishing a price for troubled assets that exceeds both the value of those assets on 
the institutions’ books and the price that investors are currently willing to pay for 
them. That would leave those institutions in a better position to raise capital and 
make new loans. At the same time, establishing a market price could force some insti- 
tutions to recognize losses, because of the accounting rule that most assets held for sale 
must be marked to market. Moreover, removing troubled assets would allow the man- 
agers of financial institutions to focus on new lending rather than on cleaning up pre- 
vious mistakes. 

16. That phenomenon is termed the “debt overhang” problem (see, for example, S. Myers, “Determi- 
nants of Corporate Borrowing,” journal of Financial Economics, vol. 3 (1977). 
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One approach that is currently much under discussion is to set up an ‘‘aggregator 
bank” that would purchase risky assets that are not actively traded from troubled insti- 
tutions and then dispose of them, leaving the balance sheers of the banks clean so that 
they could then return to lending. That is similar to Sweden’s approach, described 
earlier. 

The first problem to be encountered is how much to pay for chose assets. Because they 
are not actively traded, the assets do not have readily observable market values. Paying 
too much w'ould help recapitalize the banks, but it would reward risky behavior and 
leave taxpayers with a large bill from the losses on the assets. Erring on the low side — 
such as by buying assets at fire-sale prices— -would run the risk of forcing banks to 
mark down the assets ro unrealistically low prices, making more banks insolvent than 
perhaps needed to be. 

As with capital injections, the government could partner with private investors to 
determine a market price for asset purchases. In that case, the government could par- 
tially finance (through loans) the purchase of troubled assets by private investors. 
Because the investors’ profits would depend on accurate pricing, they would help 
determine the assets’ fair marker prices. The government would not finance rhe full 
cost of the purchases so that private investors would have to put up — in essence, 
risk — some of their own money for the transaction. The government could help pro- 
tect taxpayers’ money in a number of ways: by requiring that the private investors take 
losses before the government, by holding the purchased assets as collateral, or by using 
recourse arrangements for the loans (essentially collateralizing the loan with the inves- 
tors’ other assets). However, without some federal subsidy, private investors mighr 
find few willing sellers of such assets. 

Alternatively, instead of buying assets, rhe government could guarantee portfolios of 
assets; that is, provide insurance against some losses on the assets. An asset guarantee 
would shift the risk of loss from the financial institutions ro the federal government, 
just as if the government had taken direct ownership of the troubled assets. With 
guarantees in place, financial institutions would more easily borrow and raise capital. 
Determining the price of the guarantee would not be easy, and the government could 
experience large losses if the price was too low, or fail to attract participation if the 
price was too high. 

Vet another approach, known as "good bank/bad bank,” tries co isolate troubled assets 
in a different way. An existing bank that has a large amount of troubled assets is split 
into two new banks — one (a "good” bank) with all of the good assets and lending 
operations and the other (a "bad” bank) with all of the bad assets. 1 '' Mellon Bank 


17. Chairman Ben S. Bernanke, The Crisis and the Policy Response” (the Stamp Lecture, London 
School of Economics, January 13, 2009). See also Zingales, “Yes We Can, Mr. Geithner.” Zingales 
also proposes a prepackaged bankruptcy option that would allow banks to restructure their debt 
and restart lending. He describes that option in fuller detail in “Plan B,” The Economists Voice 
(October 2008), available at www.bepress.com/ev. 
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used that approach to deal with its soured energy and real estate loans (without gov- 
ernment support) in 1 988, and the Swiss government used it last year to deal with the 
problems of the bank UBS. This approach essentially forces the stockholders and 
creditors of the bank to absorb the losses from the bad assets while creating a new 
bank with a clean, transparent balance sheet rhat should be able to borrow and lend in 
a normal way. In principle, chat approach does not requite government funds, 
although as a practical matter, such funds may well be necessary. 

Dividing assets and putting them into separate entities has the advantage of providing 
greater clarity and less uncertainty about the financial health of the new good banks 
than are offered by the more subtle approaches of guarantees or selective asset pur- 
chases. Consequently, the good banks would be more willing to lend to each other 
(although there might be some reluctance if the existing management team remained 
in place) and more able to raise new capital from private investors to support new 
lending. Because this approach would effectively quarantine the bad bank away from 
the greater financial system, the approach would also allow for a more orderly liquida- 
tion of the bad bank’s assets. Such a process would probably obtain higher prices for 
the assets than those achievable through a fire-sale liquidation. 

However, even though Mellon Bank managed to split itself into a good and a bad 
bank in 1 988, many securities lawyers are skeptical that similar splits could be accom- 
plished now' without government support or perhaps legislation, because of the com- 
peting interests of debt and equity holders. Those competing interests could come 
into play because some ways of accomplishing the split could favor stockholders over 
creditors by allowing stockholders a share of profits in the new good bank. 

Approaches that inject capital and purchase troubled assets could be used together. 
The government could pay market prices for the assets and then help banks cover 
their losses through a program of capital injections. In that way, the prices of the assets 
would not be distorted, but the banks would receive some assistance. That approach, 
however, has the disadvantage of potentially providing the most government capital to 
the banks that made the worst business decisions and therefore have the greatest vol- 
umes of toxic assets on their balance sheets. 

Provide Credit Directly. The government could increase its direct lending to consum- 
ers, homeowners, and businesses by expanding existing programs or starting new 
ones. That approach would increase the availability and lower the cost of credit for 
those borrowers. 

For example, the Federal Reserve could expand its Term Asset- Backed Securities Loan 
Facility (TALF). The TALF is designed to help participants in the market meet the 
credit needs of households and small businesses by supporting the issuance of asset- 
backed securities that are collateralized by student loans, auto loans, credit card loans, 
and loans guaranteed by the Small Business Administration. The TALF is expected to 
begin lending in February 2009; at that point, the Federal Reserve Bank of New York 
will lend up to $200 billion on a nonrecourse basis to holders of certain AAA-rated 
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securities that are backed by newly and recently originated consumer and small busi- 
ness loans. The Federal Reserve Bank of New York will lend an amount that is less 
than the market value of the securities; the loans will be secured at all times by those 
securities. The Treasury-under the TARP — will provide $20 billion of credit protec- 
tion to the Federal Reserve Bank of New York in connection with the TA1..F. The Fed- 
eral Reserve could expand the TALF by buying securities hacked by other types of 
assets, such as mortgages on commercial properties. 

The Federal Reserve also could expand its Commercial Paper Funding Facility 
(CPFF), which is designed to provide a liquidity “backstop” to U.S. issuers of com- 
mercial paper. The CPFF is intended to improve liquidity in short-term funding mar- 
kets and thereby contribute to greater availability of credit for businesses and house- 
holds. Under the CPFF, the Federal Reserve Bank of New York finances the purchase 
of highly rated unsecured and asset-backed commercial paper from eligible issuers via 
primary dealers. 18 In expanding the facility, the Federal Reserve could purchase more 
paper from eligible issuers and expand the program to include lower-rated paper. 

Another alternative would be for the government to attempt to broadly lower the cost 
of morrgage loans. In lowering the cost of borrowing, such a program would raise the 
demand for houses, but it would be unlikely to boost house prices significantly, given 
the large overhang of vacant houses. Programs of that kind would also help reduce 
unnecessary foreclosures by increasing opportunities to refinance unaffordable loans. 

Several programs are already in place ro lower the cost of prime conforming loans 
(loans of up to $417,000 — higher in high-cost areas — that are eligible to be pur- 
chased by Fannie Mae and Freddie Mac). 

■ The Housing and Economic Recovery Act of 2008 authorized the Department of 
the Treasury to buy obligations and securities issued by Fannie Mae and Freddie 
Mac. About $70 billion of residential mortgage-backed securities had been pur- 
chased as of December 3 1 , 2008. 

■ Over the next several quarters, the Federal Reserve, through competitive auctions, 
will purchase up to $100 billion in debt issued by the three government-sponsored 
enterprises for housing — Fannie Mae, Freddie Mac, and the Federal Home Loan 
Bank System. 39 

■ Over the next several quarters, the Federal Reserve will purchase up to $500 billion 
in mortgage-backed securities issued by Fannie Mae, Freddie Mac, and the Gov- 
ernment National Mortgage Association (Ginnie Mae). -0 


1 8. Primary dealers are firms that trade in U.S. government securities with rhe Federal Reserve System. 
There are currently 17 primary dealers. 

19. Unlike Fannie Mae and Freddie Mac, the Federal Home Loan Bank System, which provides low- 
cost loans to home mortgage lenders, has nor been taken over by the government. 

20. Ginnie Mae, a government-owned corporation, guarantees securities backed by federally insured or 
guaranteed loans, mainly loans insured by the Federal Housing Administration or guaranteed by 
the Department of Veteran Affairs. 
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The government could begin a similar program to help thaw the marker for jumbo 
mortgages and stimulate originations of jumbo loans. Under such an approach, the 
government could purchase securities that are backed by jumbo loans either directly 
or through Fannie Mae and Freddie Mac. 

Policymakers have also worked to improve the supply of student loans. In May 2008, 
lawmakers enacted Public Law 1 10-227, the Ensuring Continued Access to Student 
Loans Act, which allowed the Department of Education to offer buyer- and iender-of- 
last-resort programs to lenders in the Family Federal Education Loan Program (or 
FFELP). Lenders in the FFELP program, who finance the loans they make to stu- 
dents in private capital markets (with federal assistance), have seen their financing 
costs increase sharply since the financial market rurmoil began. Under the new pro- 
grams, which apply to loans issued before July 1, 2010, lenders may obtain temporary 
financing from the Education Department at attractive borrowing terms (that is, ar 
financing rares higher than those that might be considered normal but lower than the 
rates they could get in the current credit markets), or they may sell their loans to the 
department (at close to face value). Without the additional federal assistance, those 
higher funding costs would have forced lenders to cut back on their lending in the 
2008-2009 school year and beyond. 

To date, the actions of the department have been successful in ensuring the continued 
availability of student loans. The Department of Education has provided temporary 
financing of $8.7 billion, which covers almost half of the loans originated in the 
2008-2009 school year. Loans worth approximately $62 million have thus far been 
sold to the department under the purchase programs. In November, the Department 
of Education announced new programs that broadened eligibility for funding and 
purchases of loans to those originated before 2008. (Before that announcement, only 
loans that were originated in the 2008-2009 and 2009-2010 school years were eligi- 
ble for purchase or financing.) Lenders may also be eligible to finance their student 
loans under the Federal Reserves TALF. 

Assist Troubled Businesses ami Governments. As part of a broader strategy' to support 
the overall economy rather than just the financial sector, the government could assist 
nonfmancial industries, as it has started to do with some of the major IJ.S. automo- 
bile manufacturers, whose possible failure appears likely to worsen the ongoing reces- 
sion. Policymakers used some of the funds provided through the TARP to support 
General Motors and Chrysler and their financial arms. However, other industries have 
also sought assistance, putting policymakers in the position of picking winners and 
losers in the current economic downturn. That situation raises issues of fairness, 
prompting questions about why some workers and firms receive assistance but others 
do not. It also raises issues of economic efficiency because assisting troubled businesses 
could keep labor and capital from moving to other businesses and industries that 
might better be able to use them. That problem may not seem severe during a reces- 
sion, when there are unused resources. But to the exrent that businesses rhar would 
otherwise have failed are still around, and failing to thrive, after the recession, 
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resources will be misallocated and the productivity engine of the economy will be 
compromised. 

Promoting Actions to Lessen the Number of Mortgage Foreclosures 

The government could help mortgage borrowers and lenders, and improve conditions 
in the housing market, by more vigorously supporting efforts to reduce the number of 
avoidable foreclosures. In 2007, about 1.6 million foreclosures were initiated; the first 
nine months of 2008 alone saw 1.7 million foreclosures. Moreover, with house prices 
likely to continue to fall and with the recession pushing down family incomes, ana- 
lysts expect the number of foreclosures to remain high during the next two years. 
(CBO expects chat the prices of houses will decline by anorher 14 percent, and some 
forecasters in the private sector are looking for even bigger slides.) Some analysts are 
now suggesting that the prices of houses in some markets are back to or near their 
fundamental values; however, another possibility is that prices could overshoot on the 
downside by 10 percent or more." 1 Many of the coming foreclosures are unavoidable 
because the borrowers cannot afford a refinanced loan that would also be profitable 
for lenders (that is, the profits from the modified loan are less than the amount that 
the lender would earn through foreclosure). However, some of those foreclosures 
might be avoided if distressed borrowers were given the opportunity to refinance their 
loans on more favorable terms. If government policies do not address the foreclosure 
problem, the additional excess supply of houses could further push up expected mort- 
gage losses, which already exceed $1 trillion, according to some analysts. 

The benefits of preventing unnecessary foreclosures arc considerable, not only for 
lenders and borrowers but also for the economy. The cost of a foreclosure may range 
from 30 percent to 60 percent of the value of a property, and by contributing to 
neighborhood blight, foreclosures have additional negative spillover effects on local 
economics. A reduction in the number of avoidable foreclosures would complement 
other actions to strengthen the financial sector because it would shore up the values of 
mortgage loans on lenders’ books — although nor by enough to resolve the problems 
with solvency in the financial system. A smaller number of foreclosures would also 
provide some support for house prices, but probably not enough to reverse their 
ongoing decline. 

Modifications of mortgage loans have increased in the past year, but the approach has 
met with limited success — in part because a large percentage of loans that had been 
modified have subsequently redefaulted." 2 However, the streamlined modification 


21 . For example, see Hatzius and Marschoun, Home Prices and Credit Losses. 

22. More chan 37 percent of the loans modified in. the first quarter of 2008 were more than 30 days 
delinquent after three months, and 55 percent were more than 30 days delinquent six months later. 
See Office of the Comptroller nf the Currency and the Office of Thrift Supervision, OCC and OTS 
Mortgage Metrics Report, Third Quarter 2008 (December 2008). Also see the remarks of John 
Dugan, Comptroller of the Currency, at the Office of Thrift Supervisions Third Annual National 
Housing Forum, Washington, D.C., December 8, 2008. 
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plan used by the FD1C to modify loans made by the failed lender IndyMac may have 
more success because it targets a substantial reduction in the borrower’s monthly pay- 
ments and repayment burden. 2 ^ 

Efforts to reduce foreclosures face a number of obstacles. Lenders are afraid that if 
they modify some loans, borrowers who otherwise might meet their contractual mort- 
gage payments will ask for loan modifications as well. Lenders also may be waiting to 
see what mitigation strategies the government settles on. Furcher complicating modi- 
fications of loans in many instances are second mortgages and home-equity loans and 
lines of credit. When first liens are underwater — the value of the house is less than the 
balance on the mortgage — any second liens are almost valueless. In that circumstance, 
modifying the first lien — especially reducing the principal on an underwater loan — 
may do the borrower no good if it simply increases the value of the second mortgage. 
Thus, meaningful loan modification may require the cooperation of second lien hold- 
ers, which can be difficult to arrange. 

Modifications of loans held in “pools” chat back securities face additional obstacles. 
(Rates of foreclosure on loans that have been held by the lenders and not securitized 
are about 20 percent to 30 percent lower than the rates experienced by third-party ser- 
vicers.) Third-party servicers have little or no financial incentive to modify mortgages 
because they will not be adequately compensated for their costs. In addition, legal 
constraints and uncertainties in the pooling and servicing agreements for mortgage- 
backed securities may inhibit modifications. Servicers may be prohibited from per- 
forming modifications that improve the net returns to all investors collectively if some 
investors (typically rhose holding the lowest-prioriry claims on the securities’ returns) 
are made worse off by the modification. 

Consequently, a number of proposals have been advanced to overcome those obsta- 
cles. To align the incentives of servicers more closely with those of investors and 
borrowers, servicers could be paid a fee tor each successful loan modification. Alterna- 
tively, investors could be given an incentive to be more receptive to loan modifica- 
tions. Under some proposals, those fees would be subsidized by the government. Cur- 
rently, Fannie Mae and Freddie Mac arc increasing the payments they make for loan 
modifications. 

Alternatively, a number of proposals would change the legal constraints that inhibit 
loan modifications on securitized loans. For example, one would eliminate explicit 
restraints on modifications and create a “safe harbor” from lawsuits in the case of 
modifications that raise the overall net returns to investors.^ 4 However, such proposals 


23- The FDfC contends that systematic loan modifications can still make good business sense even 
with a default rate of 40 percent. See the statement of John F. Bovenzi, Deputy to the Chairman 
and Chief Operating Officer, Federal Deposit Insurance Corporation, before the House Commit- 
tee on Financial Services, January 13, 2009. 

24. Statement of Christopher J. Mayer, professor, Columbia Business School, before the House Com- 
mittee on Financial Services, January 13, 2009. 
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might raise constitutional issues unless compensation was provided to some of the 
parties who lost out. And that kind of approach would require using taxpayers’ money 
to compensate the holders of rhe riskiest ‘'slices” of mortgage- backed securities. 

Another important obstacle to actions to promote loan modifications is that a large 
number of distressed borrowers have “negative home equity”— that is, balances on 
their loans chat exceed che homes’ value. By the middle of last year, an estimated 
1 0.5 million borrowers had a total of about $850 billion in negative home equity with 
an average amount of more than $75,000.'° Those borrowers do not have the neces- 
sary equity to qualify for a refinanced loan with a private lender. 2 ^ To address that 
problem, policymakers created rhe Hope for Homeowners program under the Federal 
Housing Administration (FHA) to encourage private lenders to refinance loans of 
borrowers with negative home equity. The FHA will guarantee new 30-year fixed-rate 
mortgages under the plan if the loans meet a number of criteria. One criterion, that 
the new loan be between 90 percent and 97 percent of the homes current appraised 
value, has limited lenders’ interest in the program because it requires them, in some 
cases, to “recognize” (record on their balance sheets) a substantial loss on the original 
loan. To date, no modifications have been completed under this program, and the 
number of applications has been minimal. Reducing the size of that write-down or 
subsidizing it (or both) would encourage more lenders to participate, but it would 
also shift more costs to the government. 

Other proposals for limiting foreclosures would shift more costs to taxpayers either 
through federal loan guarantees or direct purchases of loans and their modification by 
the government. For example, a proposal by the FDIC would result in the govern- 
ment’s guaranteeing modified loans. Under the proposal’s streamlined approach to 
modifications, modified mortgages would include a reduction in interest rates, an 
extension of loan terms to 40 years, and forbearance on repayment of the principal, all 
of which would be designed to reduce a borrowers monthly cost for housing to as low 
as 31 percent of his or her monthly income. If the loans subsequently redefaulted, 
lenders would recover up to 50 percent of rhe loan from the government, subject to 
some restrictions. 

A proposal modeled after the approach taken by the Depression-era Home Owners 
Loan Corporation (HOLC) would have the government purchase and then refinance 
mortgages that were in or near default. A new agency would be created that would 
buy mortgages from lenders at some discount to the mortgages’ book values (the val- 
ues for the loans that lenders carry on rheir balance sheets) and then refinance them at 


25. Christopher Mayer and R. Glenn Hubbard, “Home Prices, Interest Rates, and the Mortgage Mar- 
ket Meltdown" (working paper, Columbia University Business School, October 2008), available at 
www2.gsb.columbia.edu/faculty/cMayer/Papers/Mayer_Hubbard_BEP_lO_2008_v7.pdf. 

26. Private lenders have generally avoided writing down the principal of mortgage loans in favor of 
either Forbearance on payment of the principal or reductions in interest rates. In part, they fear that 
write-downs will encourage borrowers to behave strategically to qualify; in part, they also hope that 
housing prices will recover in the future. 
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interest rates tied to the governments borrowing rares (that is, the rates on Treasury 
securities). Buying up all of the troubled loans, however, would require hundreds of 
billions of dollars, and determining prices that would provide enough protection to 
taxpayers would be particularly challenging. Dangers include the likelihood that the 
worst mortgages would be sold to the government and that a lack of funding would 
allow only some borrowers to be helped. Although the HOLC returned a small 
amount of funds to the Treasury when it was liquidated, the program was not costless 
to taxpayers, who were nor compensated lor the risks they bore. Another concern is 
how to target any subsidies that are offered and avoid the problem that some borrow- 
ers might be helped a great deal and others only slightly. (Tying the subsidy to the size 
of the mortgage, for example, would provide greater help to those with bigger mort- 
gages.) Given the aggregate amount ol negative equity, such proposals could cost the 
government hundreds of billions of dollars, even with the private sector absorbing a 
good portion of the losses. 

A different approach to encouraging loan modifications would be to change federal 
bankruptcy laws. Bankruptcy judges could be allowed to restructure certain mort- 
gages on principal residences under Chapter 13 — for instance, by limiting a mortgage 
to the current value of a home (known as “cram down") or by changing the terms of a 
loan. Undercurrent law, Chapter 13 halts foreclosure proceedings by lenders, giving 
homeowners an opportunity to restructure their financial arrangements. Although 
Chapter 13 currently gives courts the leeway to adjust many financial obligations, it 
does not generally allow the terms of a mortgage on a principal residence to be modi- 
fied. 27 Changing that provision of Chapter 13 would allow bankruptcy courts to treat 
mortgages on a primary residence in the same way they treat secured debts on other 
items, such as motor vehicles, vacation homes, investment properties, and personal 
businesses. (In practice, bankruptcy judges seldom restructure mortgages on vacation 
or investment properties.) 

Allowing a bankruptcy court to modify the amount or terms of a mortgage changes 
incentives for both borrowers and lenders. It gives borrowers an incentive to file for 
bankruptcy as a way to lower their mortgage payments and avert foreclosure. Conse- 
quently, lenders would have a greater incentive to restructure loans voluntarily. Lend- 
ers would also have a stronger incentive to be more prudent in making loans, which 
could help avoid future excesses in the mortgage markets. In doing so, lenders might 
raise mortgage rates, particularly for high-risk borrowers, to offset any expected addi- 
tional losses from loan modifications in bankruptcy. However, some research indicates 


27. 1 3 U.S.C. § 1322(b)(2). Furthermore, the Supreme Court has held that even when die value of the 
debt exceeds the value of the property — a partially secured debt — courts may not modify that debt. 
See Nobleman v. Am. Savings Bank , 508 U.S. 324 (1993). Conversely, when a second (or third) 
mortgage is wholly unsecured because the value of the property is insufficient to satisfy the First 
mortgage, such subordinated debt may be discharged. Tanner v. FirstPlus Fin. Inc. (In re Tanner), 
217 F. 3d 1357 (1 ! th Cir. 2000) announced what has become the dominant view among the cir- 
cuit courts of appeals. Hence, the claims of partially secured creditors are protected by bankruptcy 
law, but the claims of unsecured creditors are not. 
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that in the past, the terms and availability of mortgages that could be modified in 
bankruptcy were not coo different from those that bankruptcy did not cover. 28 The 
increase in mortgage rates might be limited in part because lenders might also change 
other lending terms to reduce their exposure to losses. Changing the bankruptcy law 
could also add to the caseload of the bankruptcy court system. 


The Budgetary Costs of the Financial Rescue 

The ultimare costs of the actions taken in response to the turmoil in the financial 
markets are uncertain, but they could be quite large. Those costs derive from the pol- 
icy actions of various parts of the government — the Federal Reserve, the Treasury, and 
other federal agencies. Many of the actions involve the purchase of assets or loans by 
the government; as a result, some portion of the current funding being directed 
toward the crisis (perhaps most of it) is likely to be recouped in the future. However, 
given the fragility of the financial sector and the riskiness of the assets being purchased 
or guaranteed — as well as the social purposes underlying the policy responses — the 
federal government can expect some net losses from its transactions. (Tables 1 to 3 
contain details of those actions.) 

Costs to the Taxpayer 

Most of the policy actions taken in response to the financial turmoil have been more 
like investments than like cash outlays. Both the Federal Reserve and the Treasury 
have been purchasing financial instruments (for example, mortgage-backed securities) 
in an effort to boost liquidity in the marker; at some point in the future, many of 
those instruments will be redeemed by their issuers or sold to other buyers. Because 
such investments were not made purely with the goal of making a profit, they could 
reasonably be expected to result in some losses. 

The Federal Reserve. Activities of the Federal Reserve are not directly recorded in the 
federal budget. Rather, each year its net earnings — generated by interest on its hold- 
ings of securities; income from foreign currency holdings; fees received for services 
provided to institutions that accept monetary deposits from consumers (such as check 
clearing, funds transfers, and automated clearinghouse operations); and interest on 


28. See Adam Levitin and Joshua Goodman, The Effect of Bankruptcy Strip-Down on Mortgage Mar- 
kets , Business Economics and Regulatory Policy Working Paper No. 3087816 (Washington, D.C.: 
Georgetown University Law Center, February 6, 2008). See also Michelle J, White, Bankruptcy; 
Past Puzzles, Recent Reforms, and the Mortgage Crisis, Working Paper No. 14549 (Cambridge, Mass.: 
National Bureau of Economic Research, December 2008). 
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loans to such institutions — are remitted to the Treasury and recorded in the budget as 
revenues- That income is typically in the range of $20 billion to $30 billion a year." 9 

Thus, recent actions by the Federal Reserve to address the turmoil in the markets may 
affect federal revenues through their impact on the amount of earnings that the cen- 
tral bank remits to the Treasury. Those earnings will be diminished by any losses that 
resulted from creditors being unable to repay loans or from assets that the Federal 
Reserve acquired proving to be worth less than the cost to acquire them. The central 
bank has committed nearly $2,3 trillion to its programs, but the assets purchased 
through those programs are backed by collateral. Still, CBO estimates that the Federal 
Reserve will incur modest losses, although it is expected to eventually recoup nearly all 
of its investments. Nevertheless, losses are possible; for example, the Federal Reserve 
has already written down — by about $2 billion — the value of the assets it acquired in 
the takeover of Bear Stearns. 

The Troubled Asset Relief Program. CBO records spending for the TARP on a risk- 
adjusted discounred-present-value basis rather than on a cash basis. That is, CBO 
accounts for the costs resulting from interest subsidies, potential defaults on lending, 
and other factors. As is the case with the Federal Reserve’s transactions, the principal 
of most of the assets acquired under the TARP should be repaid over time. Of the 
$700 billion that the TARP is expected to disburse before the end of December of this 
year, CBO anticipates chat the subsidy cost (after adjusting for market risk) will be 
about $200 billion. 

Purchases of Mortgage-Backed Securities. The Treasury is also purchasing mortgage- 
backed securities in the private market. Again, those transactions are basically an 
exchange of assets — the Treasury has used cash to buy the securities and will receive 
cash upon the sale of the asset or at its maturity. Because there is no statutory provi- 
sion for an alternate treatment, the cost of purchases of mortgage-backed securities is 
computed using standard credit reform procedures.'^ 1 To date, the net cost of those 
purchases is close to zero. 


29. The Federal Reserve is now paying inrerest on required reserves and excess balances held on behalf 
of financial institutions. The interest race paid on chose deposits is currently set at 0.25 percent; 
CBO estimates that the Federal Reserve will incur interest costs of less than $5 billion in 2009. 
Authorization to pay interest on such reserves came from the Emergency Economic Stabilization 
Act of 2008, which advanced the effective date of a provision of the Financial Services Regulatory 
Relief Act of 2006 that was slated to take effect in 203 1 . 

30. The Administration is accounting for capital purchases made under the TARP on a cash basis 
rather than the present-value basis adjusted for market risk that was specified in the Emergency 
Economic Stabilization Act of 2008. (Present value is the value on a given dace of a future payment 
or series of future payments, discounted using an appropriate interest rate to reflect the risk and 
term to maturity of the underlying asset.) The Administrations treatment will show more outlays 
than will CBOs treatment for the TARP this year and then will show cash receipts in future years. 

31. For an explanation of credit reform, see Congressional Budget Office, Policy Options for the Housing 
and Financial Markets , Box 3-2 (April 2008). 
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Fannie Mae and Freddie Mac. In CBOs baseline projections of the federal budget, 
most of the cost recorded in 2009 for Fannie Mae and Freddie Mac stems from the 
existing assets and liabilities of the two GSEs at the time of their takeover. CBO esti- 
mates that the value of the GSEs 5 mortgage loans and guaranteed assets falls short of 
their liabilities by about 5200 billion (on a present-value basis); that amount is 
included in CBO's estimate of the deficit as calculated for 2009. Nearly 540 billion in 
2009 and smaller annual amounts thereafter represent the estimated annual subsidy 
costs (on a net-present-value basis) associated with the GSEs’ new business after the 
takeover. The decline in the annual subsidy reflects CBO’s forecast char the housing 
and mortgage markets will stabilize over the next several years. 

CBO has long held that the federal government has subsidized the operation of Fan- 
nie Mae and Freddie Mac by providing what some have called an “implicit guarantee” 
of the GSEs’ debt. However, the federal government has never recognized the cost 
of the subsidy in its budget. The value of that guarantee (the existence of which has 
now been demonstrated by the Treasury) is a large component of the estimated cost of 
the GSEs 5 operations that CBO has included in its baseline budget projections. 

Other Agencies. A few other agencies have also taken actions in response to the tur- 
moil in the markets, either through existing authority or on the basis of recent legisla- 
tion. The FDIC has temporarily raised the limit on insurance coverage — from 
$100,000 to $250,000 per depositor — and has established, a program to enhance 
liquidity by guaranteeing debt issued by banks as well as deposits in checking accounts 
and other non-interest-bearing accounts. The FDIC will also provide assistance to 
Citigroup in conjunction with the TARP and rhe Federal Reserve. 

Financial turmoil has also affected credit unions. As a result, the National Credit 
Union Administration, or NCUA (the federal agency that charters and supervises fed- 
eral credit unions and insures deposits) has created programs to ensure the liquidity of 
its member institutions. The costs incurred by the FDIC and NCUA are treated in 
the budget on a cash basis. 

The Department of Housing and Urban Development (HUD) has established several 
programs in an attempt to reduce foreclosures and address other issues in the housing 
market. Many of those programs were created by the Housing and Economic Recov- 
ery Act of 2008, hut HUD has also used existing authority to create the FHA Secure 
program. HUDs programs are also treated in the budget on a cash basis. 

Differences Between CBO and the Administration in the Treatment of 
Policy Actions in the Budget 

By this point, two major differences have arisen between CBO and the Administra- 
tion in their treatment of policy actions raken in response to the financial crisis. One 


32. See Congressional Budget Office, Assessing the Public Costs and Benefits of Fannie Mae and Freddie 
Mac (May 1. 996), and Federal Subsidies and the Housing GSEs (May 2001 ). 
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involves the recording of the budgetary costs of the TARP, and the other deals with 
the costs related to the conservatorship of Fannie Mae and Freddie Mac. 

The Troubled Asset Relief Program. Section 123 of the Emergency Economic Stabili- 
zation Act of 2008 states that the federal budgec should display the costs of purchas- 
ing or insuring troubled assets by using procedures similar to those specified in the 
Federal Credit Reform Act but. with an adjustment to account for market risk. Under 
that procedure, the federal budget would not record the gross cash disbursement for 
the purchase of a troubled asset (or the cash receipt for its eventual sale) but instead 
would reflect the market value of the asset or an estimate of the governments net cost 
(on a present- value basis) for the purchase. Broadly speaking, the net cost is the pur- 
chase cost minus the present value — calculated using an appropriate discount factor 
that reflects the riskiness of the underlying cash flows associated with the asset — of 
any estimated future earnings from holding the asset and the proceeds from its even- 
tual sale. 

Following that directive, CBO has estimated that the net costs of the TARP s activities 
through January 22, 2009 (with $293 billion disbursed), total $94 billion. That cal- 
culation implies a subsidy rare of 32 percent — that is, the net subsidy (in 2009 dol- 
lars) amounts to an estimated 32 percent of the governments initial expenditures. 
CBO and the Administrations Office of Management and Budget do not differ sig- 
nificantly in thetr assessments of the subsidy cost of those transactions but vary in 
their judgment as to how the transactions should be reported for budgetary purposes. 

OMB submitted its first report, to the Congress on the costs of the Treasury’s pur- 
chases and guarantees of troubled assets on December 5, 2008;^ 3 at the time that the 
report was compiled (November 6, 2008), the TARP had disbursed $115 billion to 
eight large banks in exchange for preferred stock and warrants (securities that entitle 
rhe holder to buy stock of the company that issued them at a specified price). OMB 
maintains that the Federal Credit Reform Act applies only to direct loans and loan 
guarantees and that the reference in the Emergency Economic Stabilization Act does 
not require the use of credit reform procedures for other types of transactions. As a 
result, it budgeted for those initial TARP disbursements on a cash basis rather than by 
reporting the estimated subsidy cost. 

In its December report on the TARP, however, OMB also provided two alternative 
estimates of the subsidy cost of that first set of disbursements. One such estimate was 
valued using procedures similar to those specified in the Federal Credit Reform Act 
(discounting future cash flows using a risk-free rate), and the other estimate was calcu- 
lated using an approach similar to the way CBO treats the TARP (discounting future 
cash flows while adjusting for estimated market risk). OMB s second alternative calcu- 
lation is comparable to CBOs assessment of the cost of the firsr $115 billion of trans- 


33- Office of Management and Budget, “OMB Report Under the Emergency Economic Stabilization 
Act, Section 202,” letter to the Honorable Nancy Peiosi (December 5, 2008), available at 
www. w hi re ho u se.gov/ o m b/legi si at ive/eesa_ 1 20 5 0 8 . pdf- 
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actions. Using a modified credit reform basis (that is, adjusting for risk), OMB esti- 
mated those costs to be $25.5 billion, or a subsidy rate of - 22 percent, and CBO 
arrived at a cost of $20.5 billion, or a subsidy rate of 1 8 percent. Most of that differ- 
ence is probably explained by such factors as the discount rate used (which is affected 
by when the estimates were made) and the volatility o( stock prices (which affects the 
potential value o( rhe warrants). 

Fannie Mae and Freddie Mac. CBO has concluded that because of the extraordinary 
degree of management and financial control that the government has exercised, Fan- 
nie Mae and Freddie Mac should now be considered federal operations. Although the 
GSEs arc not legally government agencies and their employees arc not civil servants, 
CBO believes it is appropriate and useful to policymakers to account for and display 
the GSEs’ financial transactions alongside all other federal activities in the budget. 

However, the Administration continues to treat the two organizations as separate 
from the government. As a result, it has so far recorded the cash infusion that the 
Treasury provided to Freddie Mac ($13.4 billion) as an outlay. By contrast, CBO con- 
siders such payments as intragovernmental transfers that have no net effect on the 
budget. 
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Table 1. 

Actions Taken by the Federal Reserve in Support of the Housing and 
Financial Markets as of January 22, 2009 


(Billions of dollars) 

Funding 


Action 

Committed 

to Date 

Potential 2 

Description 

Reductions in Interest Rates 

n.a. 

n.a. 

The target for the federal funds rate (the interest 
banks charge on loans to other banks) was reduced 

10 times between September 2007 and December 
2008, falling from 5.25 percent to between zero and 
0.25 percent. 

Loans to Financial Institutions 

Primary and Secondary Credit 
Programs 

63 

Unknown 

Through the primary and secondary credit programs, 
the Federal Reserve disburses short-term loans to 
banks and other institutions that are legally allowed 
to accept monetary deposits from consumers. The 
term of the loan may be as long as 90 days. 

Term Auction Facility 

416 

600 

The Term Auction Facility (TAP) allows banks and 
other financial institutions to pledge collateral in 
exchange for a loan from the Federal Reserve. The 
interest rate on the loan is determined by auction; 
such auctions are conducted biweekly for loans with 
a maturity of either 28 or 84 days. The maximum size 
of each auction is $150 biilion, although accepted bids 
for most recent auctions have been considerably 
smaller. 

Takeover of Bear Stearns 

Backed assets to facilitate 
takeover of Bear Stearns by JP 
Morgan Chase 

29 

29 

The Federal Reserve created Maiden Lane I, a limited 
liability company (LLC), to acquire certain assets of 
Bear Stearns at a cost of $29 billion. (An LLC offers 
protection from personal liability for business debts, 
just like a corporation. The profits and losses of the 
business pass through to its owners, as they would if 
the business was a partnership or sole proprietor- 
ship.) The LLC will manage those assets to maximize 
the likelihood that the investment is repaid and to 
minimize disruption to financial markets. The current 
value of the portfolio on the Federal Reserve’s 
balance sheet is $27 billion. 


Continued 


26 



(Billions of dollars) 


Actio n 

Support for AIG 

Acquired control of nearly 
80 percent of the insurance 
company 


Support for Short-Term 
Corporate Borrowing 

Commercial Paper Funding Facility 


Support for Money Market Mutual 
Funds 

Money Market Investor Funding 
Facility 


Fundi ng 

Committed 

to Date Potential 3 Des crip tion 

82 113 The Federal Reserve agreed to loan AIG $60 billion 

and acquired control of nearly 80 percent of the 
company. In addition, the Federal Reserve Bank of 
New York bought $19.5 billion of residential 
mortgage-backed securities from AIG’s portfolio 
through an LLCand another $24.5 billion of 
collateralized debt obligations (CDOs) on which AIG 
wrote contracts for credit default swaps through 
another LLC. (CDOs are complex financial instruments 
that repackage assets such as mortgage bonds, loans 
for leveraged buyouts, and other debt — including 
other CDOs — into new securities. A credit default 
swap is a type of insurance arrangement in which the 
buyer pays a premium at periodic intervals in 
exchange for a contingent payment in the event that a 
third party defaults. The size of the premium paid 
relative to the contingent payment generally 
increases with the likelihood of default.) 

351 1,800 The Commercial Paper Funding Facility (CPFF) 

finances the purchase of commercial paper 
(securities sold by large banks and corporations to 
obtain funding to meet short-term borrowing needs, 
such as payroll) directly from eligible issuers. 
Securities purchased under this program may be 
backed by assets or unsecured; they must be highly 
rated, denominated in U.S. dollars, and have a 
maturity of three months. The program is in effect 
through April 30, 2009. 


0 540 The Money Market Investor Funding Facility (MMIFF) 

is designed to restore liquidity to money markets by 
purchasing certificates of deposit, bank notes, and 
commercial paper from money market mutual funds 
and other similar investors. The authority to purchase 
assets is in effect through April 30, 2009. 


Continued 
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Tiifele '| ^ CJ©»rOmi-SH3 

Actions Taken by the Federal Reserve in Support of the Housing and 
Financial Markets as of January *0(1? 

(Billions of dollars) 


Fun ding __ 

Committed 

Action - . __ to Date^ Potential 3 

Support; for Honey Market Mutual 
'Funds' (Continued) 

Asset-Backed Commercial Paper 15 . Unknown 

■ . : . Money Market Mutual Fund 
. . . LiquIrtStv Facility 


Description 


The. Asset-Backed Commercial Paper Money Market 
Mutual Fund liquidity Facility (AMLF) provides fending 
to U.Sv depository institutions and bank holding • 
companies to finance their purchases of high-quality 
asset-backed commercial paper (A8CP) from money . . 
market mutual fends, under certain- conclititm^ The. ' "• 
program, is intended to assist money market funds; 
that hold such paper 1 n meeting demands tor 
redemptions by investors- and to foster liquidity in the 
ABCP market specificail y and money markets- . ■ 
generally. The program is in effect through April 30, 
2009, 


Support fa r- Primary ■ Dealers 

• ^ Term 1 . Securities tending. 133. 200 The Term Securities landing Facility (TSLF) offers to 

Facility and TSLF Options Program lend Treasury securities held by the federal Reserve 

for a one-month term in exchange for other types of 
securities held by the 1? financial institutions, known 
as primary dealers, that trade directly with the 
federal Reserve. The TSIF Options Program (TOP) 
offers- options on short-term TSLF loans that will be 
made ari a future date. (An option is a contract 
written by a seller that conveys to the buyer the 
right — but not the obligation— to buy or sell a 
particular asset.) 


Primary Dealer Credit Facility - 33 Unknown The Primary Dealer Credit Facility (POCF) provides. 

overnight loans in exchange for eligible collateral-.' to • 
financial i fistitatio ns that trade directly with; the- . v -, 
Federal Reserve, The program is 'in effect through- . 
April 30, 2M9. 


Support for the Mortgage Market 

Purchases of the debt of the 23- - 100 

housing-related government- 
sponsored enterprises 


The Federal Reserve will purchase up td.SlOP'feilSton 
in debt issued by three -government-sponsored . ■-... 
enterprises (6SEs) — Fannie Ma'ej'F.reddieMaCj'-and-. 
the federal Home loan Banks— through competitive 
auctions over the next several quarters, . 

Continued 
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Funding 


Action 


Committed 
■. to Date . 


Description . 

Over the next several quarters, the federal: Reserve. ^ 
wilt -purchase up to $500 trillion In mortg3§e-tefed : ;0 
securities (MBSs) issued by- GSEs and feGdyerfe;- ■. 
merit National Mortgage Association {Gihfiie' Mae).- . ' 

Through the Term Asset-Backed Securttfes fcoa.fi i . . .. 

■ Facility- O'ALF), tha Federal; ReSerVe ■Baiik^Vwfes^Ts'qrfe : 
. will (endup to $200 billion- to' holdefs.PtttejialhiSM- :• 
rated • asset-backed securities (coosiiinei-iafidifdait-;: . 
business loans), and the'1rdu&ledA^et:|^iet,v ; i.'-' : ;-' 
Program will provide $20. bi ! iiori ot citedit'prdtectidh; 
(protection a gainst debtors That do Bdt.'pd|:.&&&use ■ ' 
of insolvency or protracted. .defaGit) fdr,th 0 sg loads. • 
The TALF is expected td feegtri iehding ioTebri.i&ry : ' . 
2009; the authority expires on December 31,: 2009. 

The Federal Reserve will' absorb 90 percent of any 
losses resulting from the federal government’s 
guarantee of a pool of Citigroup’s assets after ' \ 
payouts have been made by Citigroup, the Troubled 
Asset Relief Program, and the Federal Deposit 
Insurance Corporation, 

The Federal- Reserve will absorb 9Q percent, of ariy :• 
iosses.- resulting from the federal goverdmeat’s:;. : ' 
guarantee of a poof of Bank of America’s ’asSetsiafter 
payouts have been made by 'Bank of A'ffi'ericBv tlte - 
Troubled Asset Relief Program, and the federal - 
Deposit insurance Corporation, 

In response to strong demand for dollars frpM : 
abroad, tee Federal' Reserve has; cohtf acted With'. .:■■ 
id foreign central bantetpmake-U.;S. doiiafs-. T --.T . 
available temporarily. After a Sf deified pdridd-pf Tims,, 
the original amounts oTddll^s-ySl.bfc'reteffted ifi' 

•• -■ -. ". . '. -. . ' . ; ... . exchan ge for the 'foreign eii rrdney; ' " y : ; ■ . 

Source;-. - Congressional Budget Office based on information from the Federal Reserve, 

Mote: ra, not applicable, ' . 

a; :. "Potential funding’* refens to the size of the market of the maximum amount of lending under thd-program. 


Support for the Mortgage Market 
(Continued) 

Purchases of mortgage-backed 
securities 

Support for Consumer and Smalt 
Business Lending 
Term Asset-Backed Securities loan 
Facility 


Assistance to Citigroup 


Assistance to Bank of America 


Currency Swaps 


' At least 500 Unlimited 
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Table 2. 

Actions Taken by the Treasury in Support of the Housing and 
Financial Markets as of January 22, 2009 

(Billions of dollars) 


Subsidy* 

Disbur sements (Credit 


Action 

To Date 

Potential 3 

basis) 

Description 

Troubled Asset Relief 
Program 

293 

700 

94 

The Emergency Economic Stabilization Act of 2008 
(Division A of RL. 110-343) granted authority to 
the Treasury to purchase $700 billion in assets 
through a new program, the Troubled Asset Relief 
Program (TARP). The second $350 billion will 
become available on January 27, 2009. 


As of January 22, the program had disbursed 
$293 billion. The subsidy cost estimated by the 
Congressional Budget Office — about $94 billion to 
date — is computed using the modified credit 
reform procedure {that is, accounting for market 
risk) specified in RL. 110-343. 


Housing-Related Tax 0 12 n.a. 

Provisions 


Purchases of 71 Unlimited -1 

Obligations and Securities 
Issued by Fannie Mae and 
Freddie Mac 


The Housing and Economic Recovery Act of 2008 
(RL. 110-289) authorized a refundable tax credit 
for first-time home buyers (to be repaid, without 
interest, over a 15-year period) and contained 
other housing-related tax provisions. 

The Housing and Economic Recovery Act of 2008 
authorized the Department of the Treasury to buy 
obligations and securities issued by Fannie Mae 
and Freddie Mac. About $71 billion of residential 
mortgage-backed securities (securities whose 
value is derived from an underlying poo! 
of mortgages) had been purchased as of 
December 31, 2008. Authority to make such 
market purchases expires on December 31, 2009. 
The subsidy cost recorded in the budget is 
computed using standard credit reform 
procedures. 

Continued 
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'falsi © 2., 

Conlm«e<i 

Actions Taken I>y the Tr-cai 
Financial Markets as of Ja 

<im ii: Si'ppm-i of the Boosing ;iml 

(Billions of dollars) 

Sabsidf 6 '. '■ 

■ Disbursements; : . (Credit^ ■: ••-■ •; 

Action.- To Date Poterstia'P • - basis);;:.- -Description . . 

■Conservatorship- lor 14 

fapieoMae. and- . 

Ffeclif-Mae ■ ' 

200. mar; . ■ : . -. The. Treasury received senior preferred equity 

s Bares an d warrants in excha nge- for any future ■ 
’c'wteibflljerB.necessary to keep.tbe jtosjfiliijes; 2 , 

: .solySni: (Preferred equity shares.proyi#..s 
■ .-.;si?ecific.dlwdera3'hf'b« > Ml b^ora.-afl)t^^tfe’-.;": 
■Tare-paid ’to cdntmoh 

■■ pferedence over 'comifibh;sfet3c- ^irijthe^evShTbTa;::;; 
JicjiiSfetfeh; a warrant is a security 
.. holder to buy stock of the company th^Tissi|e^;iT;T 
ata specified price.) ■ 

yTSiffi^iiyiBsiiarantee:' --. -. Unknown' 

• • Progragi^for Money Market 
-. funds: . : 

3,000 . n-.a: . The Treasury wili;.gijarantee.i^to^^|^ih 

.. ■ ; ■ :>l Sep to -Hi' h! 222 2000. The geenr-ee is w effect 

... . ■ 0 , , - 1 ■ ’ ‘ ’ , ' > ' .”!• - 
. ' Ohsojhn September IS. 2002. Participating nwife 

. ■ pays fee of 13 or; 2,2 ■ basts points' tabes the • : .p O 
■ iiumberof.sharesoutstanding.'-fft basts pornt is - 
. ftne-hundredtivof a percentage point.) 

■Supplementary Financing . . .- 175 '■ 
Program 

Unlimited. n.a, TheTr'essury is borrowing from the public to- . 

assrst'ffie Federal Reserve. 

Source: Congressional Budget Office based ori information from the Department of the Treasury. 

Note .. n.a, = not applicable, 

a;- ‘'Potential disbursements” refers to the maximum 'amount of spending under the program or the maximum amount .of out- 
■ \ standing assets available for guarantee. ; : 

,b.': • ! i&tjst% , ’.l>roadiy.soaakmSi raferste thepufchas^cdst minus the. presehi yatue of any estimated future earnings from',;. -• 
••• '..h.Gidirig. those assets and the proceeds. from-fteevahtuai sate of them. ' •- 
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Table 3. 

Actions Taken by Other Agencies in Support of the Housing and 
Financial Markets as of January 22 , 2009 

(Billions of dollars) 


Disbursements 

Action To Date Potential 2 Description 

Federal Deposit Insurance Corporation 


Temporarily Raised the Basic Limi tort n.a, 700 The Emergency Economic Stabilization Act of 2008 

Insurance Coverage from $100,000 (Division A of RL, 110-343) temporarily raised the 

to $250,000 per Depositor limit on deposit insurance through December 31, 

2009. That action is estimated to increase the 
amount of insured deposits by about $700 billion, or 
15 percent. 


Temporary Liquidity Guarantee n.a. 1,450 

Program 


The Temporary Liquidity Guarantee Program has two 
components. The first — the debt guarantee 
program — aims to enable participating institutions to 
borrow and lend money more readily. It fully protects 
certain newly issued senior unsecured debt 
(securities that are not backed by collateral and have 
priority over ail other debt in ranking for payment in 
the event of default) with a maturity of more than 
30 days, including promissory notes, commercial 
paper (securities sold by large banks and 
corporations to meet short-term needs, such as 
payroll), and interbank funding. The guarantee applies 
to debt that is issued by June 30, 2009, and matures 
no later than June 30, 2012. Participating institutions 
pay fees based on the maturity of the debt. To date, 
the Federal Deposit Insurance Corporation (FDIC) 
has guaranteed $238 billion of new debt; potential 
guarantees could total $1 trillion. 

The second component provides full guarantees for 
certain checking and other non-interest-bearing 
accounts through December 31, 2009. Participating 
institutions also pay fees for this guarantee, which 
could total $450 billion. 

Continued 
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Table 3, 




Continued 

Acts o n.s Tak en 
Financial Mar! 


ter Agencies In Support of the floosi 
i of January 22, 2009 



(Billions of dollars) 

Action 


Disbursements 

To Date Potential® Description 




Federal Deposit Insurance Corporation (Continued) 


Assistance to Citigroup 0 10 The FD.IC may absorb up to $10 billion m losses 

resulting from the federal government’s guarantee of 
a poo! of Citigroup's assets after payouts have been 
made by Citigroup and the Troubled Asset Relief 
Program. As a fee for the guarantee, the FDICwiil 
receive $3 billion in preferred stock (shares of equity 
that provide a specific dividend to be paid before any 
dividends are paid to common stockholders and that 
take precedence over common stock in the event of a 
liquidation). 


Department of Housing and Urban Development 


Redevelopment of Abandoned and 
Foreclosed Homes 

0 

4 

The Housing and Economic Recovery Act of 2008 
(fit. UO-289) provided $4 billion in funding to state 
and local governments to purchase and rehabilitate 
foreclosed and abandoned homes. 

HOPE for Homeowners Program 

a 

1 

The HOPE for Homeowners program permits home 
mortgages to be refinanced through private lenders 
with a guarantee from the Federal Housing 
Administration. The new loans must have a loan-to- 
value ratio that is no greater than 90 percent of the 
property’s appraised value. 

FHA Secure 

n.a. 

' 1 

FHA Secure was a temporary, initiative to permit 
fenders to refinance non-FHA (Federal Housing ■ 
Administration) adjustable-rate mortgages. The 
program has made about 4,000 loans since fail 2007 
and estpired on December 31, 2008. 

Conservatorship for Fannie Mae and 
Freddie Mac 

Federal Housing Finance Agency 

n, 3 , n.a. The Federal Housing Finance Agency and the ; . 

Treasury took control of these two government- ■ 


sponsored enterprises (6SEs) on September 6, 2008. 
Under the current circumstances, the Congressional 
Budget Office (C8Q) views Fannie Mae and Freddie 
Mac as governmental entities. 

Continued 
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TaMe 3* 

Actions Taken fc 

{Billions of doilars) 


National Credit Union Administration 


CorrtsiniyefS 


Streamlined Modification Program Unknown Unknown The Streamlined Modification Program is intended to 

avoid foreclosures by creating a fast-track method for 
reducing monthly payments on mortgages. The 
program wifi restrict payments to 38 percent of a 
household’s gross monthly income by reducing the 
interest rate, extending the life of the loan, or. 
deferring' principal. That poii-cy'apptieS'.to'.toans.fieid 
by Fannie Mae and Freddie Mac afid was launched on 
December 15, 2008. 

These two. loan programs are. operated, through the . 
National Credit UnionAdministfatran'sCentrai-.' :. 
Liquidity Facility and arefihanc^ by^orrQWifis frpm 
the Federal Financing Bank. The credit Uniph - 
Homeowners Affordability Relief Program {CO HARP) 
wifi- provide subsidize'd fundmg intended to help credit 
unions modify mortgages. The Credit Union System 
Investment Program (Ctf SIP) seeks to facilitate 
tending by shoring up corporate credit unions {which 
primarily provide financial resources and services to 
other credit unions). 

Temporary Corporate Credit Onion . ■ n.a. Unknown The Temporary Corporate Credit Union Liquidity 

Liquidity Guarantee Program Guarantee Program guarantees certain unsecured 

debt of participating corporate credit unions that was 
or will be; issued between October 16, 280S, and 
dune 30, 2009. Such debt must mature by June 30, 
2012. Participating institutions pay annualized fees 
for the. guarantees. To date, this program has 
........ ' ■ _ . guarantee d $5 billion in d ebt. 

Source: Congressional Budget Office based on information from the Federal: Deposit Insurance Corporation, the 
; ./■•' Department of Housing and Urban Development, the Federal Housing finance Agency, and the National 
"Credit Union. Administration. 

Note: . . n.a . s not applicable. 

a; “SPdtohtiat disbursements” refers to the maximum amount of spending tinder the program or the maximum amount of . 


outstanding assets available for guarantee,' 



iCfsdit. feronHomeownei's .. 5 41. 

■Affcffidlbjilty: Relief Program and 
Credit Union System Investment 
■ f%^9'rarfV. : 
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Chairman Conrad. Thank you very much for your excellent tes- 
timony, Dr. Elmendorf, and, again, thank you for your service. 

Let me turn very directly to some of the possibilities you men- 
tioned with respect to dealing with the housing crisis and the con- 
tinuing troubles in the financial sector. When the Farm Credit Sys- 
tem faced a crisis in the 1980’s, we were told the Farm Credit Sys- 
tem was insolvent, that unless we acted, the whole system would 
come down. And I remember at that time the advice I had received 
from Carl Pohlad, who was the owner of the Minnesota Twins — but 
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that did not have anything to do with his expertise in banking. He 
was also probably the largest private banker in our region of the 
country, headquartered in Minneapolis. 

Carl Pohlad asked me to his office when we were going through 
the S&L bailout consideration, and he had a stack of financial re- 
ports up the wall of his office. He had done more due diligence on 
S&Ls than probably any other person. And he said, “Kent, what- 
ever you do, don’t take these properties into Government hands.” 
He said, “Inject money into the institutions, require them to rework 
the bad loans, and have them do the workouts. They know a lot 
more about these loans than any Government agency will. Govern- 
ment can do a lot of things. It does not manage property well.” And 
so he said, “Whatever you do, don’t take title, don’t take these 
properties into Government hands.” 

And, unfortunately, we went a different direction with the S&Ls. 
I was one of a handful that voted against it on that basis. Then 
in the farm credit crisis, we followed that advice. We did not take 
title. We injected capital into the system, and we insisted that they 
rework the existing loans, and ultimately it did not cost the tax- 
payers a dime. In fact, we made a little bit of money — a very little 
bit, but a little bit. And I am wondering if those same principles 
do not apply here. 

Now, maybe you can help me understand. Why wouldn’t it be 
better — if we form a bad bank, we are going to take ownership of 
those assets. If instead we provide guarantees and then insist on 
them doing the workouts — they have got the network across the 
country to do them. They know more about what is in those loan 
portfolios than we are ever going to know. Why shouldn’t those 
principles guide us in this circumstance? 

Mr. Elmendorf. I think, Mr. Chairman, that nearly all analysts 
would agree that for the Government to be trying to specifically 
run banks on a day-to-day basis to manage those assets would not 
be the most efficient approach. So having a guarantee is one way, 
as you say, to keep those assets in the hands of the banks. 

I think if we set up, if the Government were to help set up, to 
subsidize the creation of good banks and bad banks, that does not 
mean necessarily the Government would directly run the bad 
banks. When the Federal Reserve took over part of the portfolio of 
Bear Stearns last spring, they own it, but as far as I understand, 
all the decisions involving it are made by one private management 
firm with which the Federal Reserve Bank of New York has con- 
tracted to run that portfolio. So it is at least an arm’s-length trans- 
action in which economists or analysts at the Federal Reserve 
Bank of New York are not making specific decisions about how to 
manage individual assets. Not to say that a good bank/bad bank is 
necessarily better. I understand that there are ways to keep that 
a little bit removed. 

I think with a guarantee, one thing, of course, to be very careful 
about is that that has costs to the Government as well, and as you 
and your colleagues make these kinds of decisions, you need to rec- 
ognize — and CBO will try to provide estimates of the cost — the 
guarantees are costly, certainly in a risk-adjusted sense. It is not 
obvious whether the Government will lose money or how much, but 
the expectation of that, given the risks, is a real cost that should 
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be recognized, as it has been in our budgeting regarding the TARP 
and the decision to put Fannie Mae and Freddie Mac into con- 
servatorship and so on. 

Chairman Conrad. Let me just stop you on that point, because 
I absolutely recognize that guarantees cost money. And I am not 
one who has ever believed that we are going to make money on 
these deals. I did not believe it at the beginning. I do not believe 
it now. But my experience with guarantees has been they cost less 
than us taking over the asset and trying to manage it. And, you 
know, that is just the experience that I have had, and that guaran- 
tees, if there is recovery or when there is recovery — all of us believe 
there will be recovery at some point — you know, you will get a 
bounce-back in those asset values and that those guarantees that 
are put in place, partly to restore confidence, will wind up costing 
you a fraction of what the nominal value is. 

Mr. Elmendorf. I think the confidence point is extremely impor- 
tant. We need to find a way to get private capital flowing back into 
the financial system. The Government does not want to be respon- 
sible for providing all the resources or making all the decisions, 
and private capital is important both for the funds involved and be- 
cause it gives the private sector some of the decisionmaking about 
which firms are viable, which firms are following successful long- 
term strategies. But I think the confidence is important. 

One virtue that some analysts see in a good bank/bad bank ap- 
proach is that it firmly separates the problems from the past from 
new loans going forward. And I think a risk of guarantees is that 
they would not be sufficient — the separation would not be suffi- 
ciently clear, and that would hinder banks’ raising new capital and 
focusing their energies on their future business. And I think that 
would be an important aspect of pursuing a guarantee strategy, is 
to make it sufficiently clear what the remaining banks’ risks are 
as a way of drawing in other capital. 

I would also just add quickly that the experience of our country 
in larger crises like the S&L — not larger than this one, but fairly 
large up until now — like the S&L crisis, or other countries with 
very large financial crises, like Japan or Sweden, they end up being 
expensive for the Government. There are very few examples of im- 
portant financial crises that are enduredwithout governments end- 
ing up spending a good deal of money. 

Chairman Conrad. Well, I must say I was directly involved in 
the farm credit crisis, and one thing I would like is to have you go 
back and have your people take a look at that, because it worked 
and it did not cost taxpayers money. And we faced the insolvency 
of the entire Farm Credit System at the time. 

Very quickly on another matter, because my time is just about 
out, the housing crisis to me screams out for more aggressive steps, 
including an expanded credit for people buying homes. As you 
know, we have in the House package $7,500. It does not have to 
be repaid, but it applies only to first-time homebuyers. 

In your analysis, does a credit of that type affect behavior? 

Mr. Elmendorf. Oh, yes. I think that a credit that reduces the 
cost of buying a home will lead to more homes being purchased. I 
do not know offhand how important quantitatively we think that 
sort of credit would be. 
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I think it would be very difficult to reverse the slide in house 
prices overnight. As you know, we have a tremendous glut of 
unsold homes. We are entering worse economic conditions in this 
year than we had even last year. So I think we should not think 
that we can turn that on a dime. Efforts to support housing de- 
mand, those certainly help. 

And I think the other consideration there, of course, is the dura- 
tion of this additional support for the housing sector. We have as 
a country provided a number of important supports for housing de- 
mand through the tax deduction of mortgage interest, through 
Fannie Mae and Freddie Mac and a variety of features of the finan- 
cial system. I think it is a fair question about how much public pol- 
icy we want to be focused on increasing housing demand over the 
long term. But certainly in the short term, more housing demand 
would help to turn house prices back up sooner than otherwise and 
help to turn housing construction back up sooner than otherwise. 

Chairman Conrad. This credit would only be through August of 
this year. 

Senator Gregg. 

Senator Gregg. Dr. Elmendorf, shouldn’t any stimulus package 
not add to the long-term baseline? Shouldn’t it be basically focused 
on the immediate problem, be temporary, be targeted, and have a 
horizon which is definable rather than be a baseline builder in the 
out-years, 5, 10, 15 years from now? 

Mr. Elmendorf. Yes. CBO has enunciated several criteria for ef- 
fective fiscal stimulus, that the stimulus be timely, that it occur 
during a period of economic weakness. 

I want to emphasize here that as CBO looks out into the future 
and as most economists look out to the future, we see the period 
of economic weakness persisting for some time. We are looking for 
a shortfall in output relative to potential output of a trillion dollars 
this year and next year, and more than half of that in 2011. So the 
period of weakness we think will be quite long, but not 5 years or 
10 years. 

We also talk about specific criteria about cost-effective and about 
not worsening the long-run fiscal imbalance. 

Senator Gregg. Now, you mentioned about five different ap- 
proaches to fixing the housing industry, and you talked about the 
pluses and minuses of each one and came to the conclusion that 
none of them were perfect. And that you might want to try a vari- 
ety of them and a mixture of them, potentially. 

But as I look at the stimulus package as it has come to us, vir- 
tually none of them are tried even though on the stimulus package 
we are spending almost a trillion dollars. And the number that I 
heard — I do not know this to be accurate — is that we have got 
about a trillion dollars of assets that are not performing and that 
that is what we need to work through the system, essentially. 

So wouldn’t it make more sense to take this stimulus package 
and refocus it or at least focus a larger percentage of it on the issue 
of housing if we want to get to the underlying problem that is driv- 
ing the economic slowdown? 

Mr. Elmendorf. I think most economists would say that all of 
the above are needed, that both fiscal stimulus to spur demand and 
targeted housing and financial policies are appropriate. 
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You are right, this stimulus package, as it has been considered 
in the House and the Senate, addresses the broader goal of boost- 
ing demand for goods and services in the economy. It does not do 
very much — the Chairman mentioned some pieces, but it does not 
do very much to arrest the housing and financial problems. I do not 
think that is the case of people not understanding the need for 
other policies, but simply doing one piece at a time. But that is a 
matter of legislative strategy that I am not an expert on. 

Senator Gregg. Well, of course, we only have so much debt that 
we can issue. At some time people are going to start saying we 
have issued too much debt, and if we are going to use a trillion dol- 
lars on this stimulus package, I think it would be helpful if we 
used a fair amount of that trillion to address the housing industry, 
which is what I see to be the core problem. 

Another proposal that is out there to stimulate the housing in- 
dustry that I find attractive is to develop a national program, 
which could probably be run through Fannie Mae and Freddie Mac, 
where we would essentially create a mortgage rate of 4 percent. 
For a period of a year and a half or 2 years, you could get a mort- 
gage, a 4-percent 30-year mortgage, which would essentially be 
subsidized by a percentage point from the Federal Government. 

Have you looked at that as a way of stimulating the housing in- 
dustry? And if you have, do you think it would? 

Mr. Elmendorf. CBO is in the process of studying some par- 
ticular version of that proposal. We have not completed the anal- 
ysis. I think it would certainly stimulate housing demand. As I said 
to Chairman Conrad, anything which brings down the cost of buy- 
ing a house is going to lead to more demand for housing, and that 
would have salutary macroeconomic effects at the moment. 

I think the considerations that we will discuss when we report 
officially on this proposed legislation are, No. 1, it would be costly 
for the Government. Private mortgage rates are currently about 5.5 
percent. If the Government issues mortgages essentially at 4 per- 
cent, that is a one-and-a-half-percentage-point subsidy, essentially. 
And the cost of that should be recognized, of course. 

Senator Gregg. Well, it would be a cost, but as a practical mat- 
ter, if you opened the window for, say, a year and a half to clear 
out inventory, I think in the long run the benefit to the economy 
would overwhelm the cost because you would start to stabilize 
housing prices, which is at the essence, in my opinion, of our prob- 
lem. 

Another point that you made that I want to follow up on is 
thatyou said we need to find a way to get private capital into the 
banking system. That is absolutely essential, in my opinion. So as 
we address the fixing of this problem, we should not do anything 
that essentially chills the future willingness of the private markets 
to come in and replace the Federal Governments current invest- 
ment in the banking system. 

Mr. Elmendorf. Right. 

Senator Gregg. We want the private market to come in and es- 
sentially start taking the equity positions, start lending money, and 
bringing capital into the system rather than have the Federal Gov- 
ernment or the Fed Reserve be the supplier of capital. Correct? 

Mr. Elmendorf. Yes, I think absolutely. 
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Senator Gregg. Now, so when you have people — for example, un- 
fortunately, the Speaker of the House and an economist from Co- 
lumbia, my alma mater, where some people are a little misdirected 
on some issues of fiscal policy — who suggest that we should nation- 
alize major institutions in the financial area, such as Sweden did 
and such as it appears England may do with the Royal Bank of 
Scotland, my view is that that is an extraordinarily counter- 
productive statement to make in this market and will have a mas- 
sively chilling effect on the willingness of private capital to partici- 
pate. We are a capitalist system. We are obviously experiencing 
fairly significant distress, but we have at our core our great produc- 
tivity, and our great strength is that people take risks and invest. 
And language about nationalization undermines that atmosphere, 
doesn’t it? 

Mr. Elmendorf. I think concern about the future actions the 
Government might take or not take is an important factor in hold- 
ing back private capital from entering the banking system now. 
And one of the virtues of trying to lay out a strategy, a clear plan 
for how to proceed is that it alleviates that uncertainty. 

Senator Gregg. So I would hope people would be more tempered 
in their responses, even if they are economists at academic institu- 
tions. 

Thank you. 

Mr. Elmendorf. Thank you. 

Chairman Conrad. Thank you, Senator Gregg. 

Senator Merkley? I would just say to the new Senators that we 
operate on an early bird rule in this Committee. So Senators who 
are here first get first recognition, even if they start at the end of 
the table, which is exactly where I started, Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chairman. It is a 
delight to be here. I had an opportunity to work for the Congres- 
sional Budget Office for a number of years, preparing briefings for 
Congress, and I am delighted to be reading similarly well-prepared 
work here now years later. 

Mr. Elmendorf. Thank you, Senator. The quality of this work 
is a credit to the people sitting here in the first row behind me. 

Senator Merkley. Great. I keep telling my staff: “On that ques- 
tion, call up the CBO analyst who is working on it. We will get 
some good information.” I hope I do not overload them with re- 
quests. 

Are you familiar with the details of the FDR strategy when we 
were in a similar challenge with the dropping value of houses and 
mortgages underwater? 

Mr. Elmendorf. I know a certain amount about the Home Own- 
ers’ Loan Corporation — is that what you are referring to? — that 
bought up a large amount of outstanding mortgages and then refi- 
nanced them. 

Senator Merkley. Yes. Are there insights there as we face this 
challenge? 

Mr. Elmendorf. I think there are. The situation, of course, was 
quite different. Although our current outlook is as bleak as it has 
been in this country since the Depression, it is not at all com- 
parable to what it was in the mid-1930’s when HOLC was doing 
its business. I believe the delinquency rate on mortgages at the 
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time was pushing 50 percent as opposed, perhaps, to the 10 percent 
that we see today. 

But I think it is instructive in terms of magnitude of the effort 
that a lot of mortgages were bought, a lot were refinanced, and 
that many different aspects of policy were at work, of course, at 
that time, but the HOLC seems to have been part of what turned 
the housing market and the economy back up again. 

I think the thing one should be careful about is that the HOLC 
seems not to have lost the Government money on a cash basis, and 
that would be a desirable outcome of interventions we might con- 
sider now, but I think would not be the best estimate of the out- 
come of policies we might pursue now. 

Senator Merkley. Thank you. The general parallel, as I under- 
stand it, is that we had mortgages that had two problems: one is 
they were callable, and the second is that they were often 10-year 
balloons, and by reissuing 30-year mortgages, it stabilized families 
and stabilized the economy and stabilized the downward pressure 
on houses. I am interested in learning a little bit more about some 
of the other details, how they dealt with the underwater mortgages 
and so forth for insights. 

In your presentation, at least in the written portion, you go into 
a lot of the details about the challenges of getting current lenders 
to renegotiate. The owner of the loan has sold the cash-flows. The 
owners of the various cash-flows might sue. You can perhaps pro- 
vide immunity, but you might create constitutional property prob- 
lems. 

It just seems to me like it is such a complicated direction, in 
terms of moving quickly to address the millions of mortgages that 
are challenged, that we cannot move fast enough and figure it out 
and that it is probably a sand pit. 

Do you see any hope for going that direction and really being 
able to incentivize lenders? Or is it pretty much it is just too many 
complexities? 

Mr. Elmendorf. You are certainly right that speed is of the es- 
sence, and you are certainly right that the mortgage modification 
process is complicated in a way that works against our being able 
to do anything very quickly. That is a true challenge. 

I think that more Government subsidy, however, will encourage 
more action, and yet more Government subsidy would encourage 
yet more action. I think the challenge that you and your colleagues 
face in making those choices is that it is also much more expensive 
the more subsidy one provides. And there is a tradeoff there, I 
think, between, on the one hand, the speed and number of people 
helped, but then against the budget cost of that. 

Senator Merkley. As I have wrestled with this, I have wondered 
what is the — for those who own portfolios of mortgages — assuming 
those are marked down in their books to some fraction of the value, 
do we have a sense of what that is? 

Mr. Elmendorf. So far, world financial institutions have taken 
about a trillion dollars, have recognized officially about a trillion 
dollars of losses. Much of that is on mortgages or mortgage-related 
securities. I do not know the exact number offhand, but we can 
give you an estimate. And of that trillion dollars, about half has 
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been borne by U.S. institutions, which is the $500 billion that I re- 
ferred to. 

Looking ahead at prospective losses, analysts are looking for a 
fair amount of further mortgage losses, but also much more in loss 
on commercial real estate and on consumer loans, due partly be- 
cause — importantly due to the weakening economic conditions and 
the effect of the recession. 

Senator Merkley. I was thinking more in percentage terms, but 
let me just tell you the thought I was playing with. If a portfolio 
mortgage is marked down to 80 percent of its value, could you have 
a situation where the Government buys those mortgages at 80 per- 
cent, that they proceed to then guarantee private loans that refi- 
nance those mortgages, and so the Government essentially gets 
paid back every penny, and yet the family ends up stabilized with 
a fixed-rate, 30-year mortgage, and yet we do not experience, if you 
will, the massive sort of expenditure requirement that I know that 
many Members of the Senate are concerned about? 

Mr. Elmendorf. I think the problem here is that a pool of mort- 
gages will be marked down in value based on some expectation of 
how many families will end up defaulting and what the losses on 
those defaults and foreclosures will be. But then when it comes to 
dealing with individual families, whoever controls the mortgage — 
private lenders now or the Government at some point — needs to de- 
cide whether to renegotiate that mortgage or not. 

For a family that would otherwise go into foreclosure, modifying 
the mortgage to mark down the principal amount is going to be ad- 
vantageous to the lender. On the other hand, for the families that 
will keep paying interest on their mortgage anyway, marking down 
the principal, and thus the mortgage payment, is disadvantageous 
to the lender. 

So if the lenders could isolate the families that will end up de- 
faulting, then renegotiating, modifying those mortgages would be 
useful. But if the only alternative is to modify all of the mortgages, 
all the ones that will go into foreclosure and all the ones that 
would not otherwise, then it gets very expensive per foreclosure. So 
as we noted, 10 percent of mortgages now — I think a little under 
10 percent — are seriously delinquent or in foreclosure. Anything 
which is done for those 10 percent of the mortgage holders, which 
is very helpful to them, will look helpful to the other 50 or so mil- 
lion households. 

That is a fundamental problem in this sort of modification, and 
it is a problem that private lenders face, and it is a problem the 
Government would face as well. And that is why it is hard to limit 
the losses that are realized, because you are in a sense helping 
other families that would like to be helped and might deserve to 
be helped, but would otherwise keep paying. 

Senator Merkley. Well, and that is exactly the reason I was ask- 
ing what the average percentage markdown is on the pool, which 
takes into account the entire extent of mortgages from those that 
are healthy to those that are not. 

Another approach would be to basically buy out existing mort- 
gages for those who are going under to have the new loan, the new 
first mortgage, be equal to the value of the house, to have the 
homeowner then also carry a silent second mortgage for the dif- 
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ference between the value of the first mortgage and, if you will, 
what they owed previously, perhaps with a shared appreciation 
model. In this case, the family still owes the same amount, but it 
is structured in such a fashion that they are much more likely to 
succeed and stabilize the family. 

Is that an approach you all have worked through your models as 
to how that might be implemented? 

Mr. Elmendorf. I am not sure whether we have analyzed that 
particularly. I think how that changes the incentives of the families 
involved depends a lot on how the second mortgage is structured. 
So I understand your point about it being a shared appreciation 
mortgage. 

I think those sorts of modifications certainly have potential, but 
we would need to work through the specifics. Obviously, in this sort 
of situation, the details matter a lot, and we would need to work 
that out specifically. 

Senator Merkley. I will just close by saying I look forward to 
working with CBO, that I think that there are many challenges to 
figuring out a pathway to move quickly, that is fair to our tax- 
payers, and yet addresses the significant impact on failing mort- 
gages on this downward cycle, and figuring out the right path will 
be critical not only to stabilizing millions of families, but to revers- 
ing the downward collapse of the economy. 

Thank you very much. 

Mr. Elmendorf. Thank you, Senator. 

Chairman Conrad. Thank you, Senator. 

Senator Bunning. 

Senator Bunning. Thank you, Mr. Chairman. 

Chairman Conrad. Can I just say, Senator Bunning, you know, 
I think you would be a $20 million man in today’s baseball market. 

Senator Bunning. Well, since I cannot throw, it does not make 
any difference. 

Welcome, Dr. Elmendorf. 

Mr. Elmendorf. Thank you. 

Senator Bunning. Thank you for being here. 

Can I ask you about Fannie and Freddie specifically? At what 
point do bailed-out liabilities like Freddie and Fannie need to be 
brought — when do they need to be brought onto the Federal books 
of the Government? In other words, how should we treat the new 
taxpayer liability from recent investments in financial firms? 

Mr. Elmendorf. What CBO has done regarding Fannie and 
Freddie is to estimate the difference between the value of Fannie 
and Freddie’s assets and liabilities at the time they were placed in 
conservatorship, and that differnece has been incorporated into our 
estimate of the budget deficit, and we put that — so we have already 
accounted for that. It is around $200 billion. And if our estimates 
turn out to be right, then there will be no further reckoning in the 
budget. 

Of course, to the extent that we have underestimated or overesti- 
mated the amount of the difference, then we will make that adjust- 
ment down the road. 

Senator Bunning. Does that go with the same other different en- 
tities that — let us put it this way, rather than “bailout” since no- 
body likes to use those words around here — that we have invested, 



301 


the Federal Government has invested in like Citicorp, like AIG, 
like — I mean, we have equity. We have a piece of paper, but there 
is no assurance that that piece of paper is going to be worth any- 
thing, particularly I look at some of the continuing liabilities that 
seem to accumulate with bailed-out entities or reinvested entities. 
And instead of shrinking, they seem to be growing. We started at 
$85 billion at AIG, went to $150 billion, now we are at $200 billion. 
And the same thing happened at Citicorp. So I ask the same about 
that. 

Mr. Elmendorf. We have made the same sort of calculation for 
the moneys expended through the TARP program. We looked at 
the — as you know, the Government has taken preferred shares in 
a number of companies. 

Senator Bunning. Yes. 

Mr. Elmendorf. We have looked at the yields on the preferred 
shares of those companies trading in the private market as a pri- 
vate market measure of the risk involved, and we have used that 
risky interest rate, essentially, to discount the flows that we expect 
to get if all goes well. But, of course, the risk adjustment means 
that it might not go well, and it is out of that risk-adjusted present 
value calculation that we determined that for the entire — and look- 
ing ahead to what might be done with the rest of the TARP, but 
for the entire $700 billion that was authorized last fall, we esti- 
mate that the total cost of that to the Federal Government in this 
risk-adjusted present value sense is about $200 billion. That was 
also in our estimate of the budget deficit for this fiscal year. 

So part of the reason why our estimate of this year’s budget def- 
icit was so high, $1.2 trillion, and higher than some analysts had 
predicted we would announce, is because of incorporating our esti- 
mate sort of a one-time basis of the expected costs for both Fannie 
Mae, Freddie Mac, and for the capital injections under the TARP. 

Senator Bunning. Let me switch gears on you just a little bit. 
Your predecessor, Peter Orszag, took a great deal of interest in the 
danger of unchecked entitlement spending. Do you share his views 
on this? If not, could you elaborate the differences? 

Mr. Elmendorf. I most absolutely share his views and I think 
all of our views about the dangers of the fiscal path the country 
is on. And we understand, I think all of us, that the rising cost of 
the health entitlements and of Social Security have put the Gov- 
ernment budget on an unsustainable course. 

Senator Bunning. OK. Current CBO practices assume that any 
law that increased spending will be permanent. On the other hand, 
current CBO practices assume that any tax decrease will not be 
permanent. Do you have any plans to address this inconsistency? 

Mr. Elmendorf. I am not yet an expert, Senator, on the logic 
underlying all of the scoring practices that CBO has followed over 
the years, so I am aware of the statement that you make, but I 
cannot offer at the moment a full justification of them. I think we 
are always interested — our goal is to be as transparent as possible 
about what is happening in the Federal budget and to offer as — 
and when we offer budget forecasts, to make those forecasts as re- 
vealing as possible. And that means both perhaps our judgments 
about what is going to be useful to this Committee, to Members of 
the Congress, to members of the public. 
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So I am happy to talk with you about those issues in the future, 
but I do not have any plans to make changes at this time. 

Senator Bunning. I would like to get back to something that the 
prior Senator brought up, the new Senator from Oregon. There oc- 
curs when you make an adjustment in mortgages and you adjust 
from 100 percent say to 75 percent, there occurs a capital gain to 
the unfortunate person that gets that. Yesterday, we tried in Fi- 
nance to erase or to mitigate some of the circumstances of that — 
unsuccessfully. We are still working on it with the help of Senator 
Conrad, obviously, who brought the bill — or the amendment to the 
bill that we were working on, the stimulus package. But there is 
nothing, unless we change the tax policy, that can eliminate, if you 
adjust those mortgages from 100 percent to 80 or 75 percent, from 
that capital gain that now has to be paid on the forgiveness unless 
we adjust, as Senator Conrad had suggested yesterday, a tax holi- 
day or allowance for that capital gain to be taken out. 

You realize when we passed the Freddie and Fannie unlimited 
Federal Government assistance and the $300 billion in FF1A assist- 
ance, we thought we were actually solving a problem. But we put 
too many restrictions on the FFLA money, and we have only had 
111 people — can you believe that? — out of 5 million that are in 
trouble with their mortgages apply for that FHA assistance. We 
have got $300 billion sitting there to help them with their mort- 
gages. We have only had 111 ask for assistance. 

Do you have some suggestions — I am almost finished with my 
time — on how we could adjust that? 

Mr. Elmendorf. I think the changes are already underway to 
try to improve the deal, if you will, from the perspective of private 
lenders. But it is another reflection of the intrinsic problem here, 
which is that if a set of homeowners bought houses for $200,000 
apiece and they put 10 percent down, so they borrowed $180,000, 
and now the price of the house has fallen below the $180,000, that 
nobody wants to admit to the loss in that. And if we think the cru- 
cial way to keep people in their homes is to get the value of the 
mortgage they owe down below the new value of the house, which 
evidence suggests is important in keeping people in their homes, 
then either the private lenders have to agree to write down the 
amount that they are going to receive — and, again, that makes 
sense for them for people who would otherwise, in fact, default, but 
not for all those who would otherwise keep paying, and it is hard 
to distinguish them. Or the Government needs to come up with 
that money to help subsidize the writedown. That is a very expen- 
sive business. 

What happened in the Hope for Homeowners Program was that 
the effective Government subsidy, when all the different provisions 
were sliced and diced, was pretty small, a couple percent, and that 
is partly why CBO, in fact, estimated that the take-up would not 
use nearly the $300 billion, although the take-up has been even 
lower than CBO and other analysts expected. 

Senator Bunning. Way lower. 

Mr. Elmendorf. Yes. 

Senator Bunning. Well, we have to adjust that so that more peo- 
ple can be available for that. 



303 


Mr. Elmendorf. Right. But there are a number of ways to 
change the parameters in that program that could induce more 
take-up, and I think most people would think that would be a con- 
structive — 

Senator Bunning. Thank you very much, Doctor. 

Mr. Elmendorf. Thank you, Senator. 

Chairman Conrad. Thank you, Senator Bunning, and thank you 
for your reference to what we attempted to do last night. We did 
get a commitment from the Chairman to work with us. I think it 
is very, very important what Senator Bunning was talking about, 
if I could just give briefly an example. 

If you have a million-dollar issue, you have got a million-dollar 
commitment, and you renegotiate to $800,000 — and this can hap- 
pen in a mortgage; it can happen in a business loan — that creates 
a $200,000 taxable event. And that is one of the problems that is 
locking up business activity right now. 

So we are hopeful that we are going to be able to make some 
progress on this before we get to the floor. It is very costly. The 
amendment that I offered last night costs $14 to $16 billion, was 
the estimate. I personally think it is one of the things that is going 
to have to be done. 

We will go next to Senator Warner. 

Senator Warner. Thank you, Mr. Chairman, and I look forward 
to working with you and Ranking Member Gregg on this Com- 
mittee. 

I would also quickly add that you gave me a kind introduction. 
I also, when I was Governor, loved charts and graphs, so I hope 
I can participate in those activities as well. 

Dr. Elmendorf, thank you. I know we have got a vote, so I have 
three separate areas of questions: first around transparency, sec- 
ond around the housing market, and third around the credit mar- 
kets. And I know we may be short on time. 

First, on transparency, I am really happy to see your presen- 
tation because one of the things that has driven me crazy on par- 
ticularly the already existing actions is the lack of transparency to 
the American people about how these dollars have been spent or 
invested. And folks in Virginia think that the first round of the 
TARP we have totally flushed it down the toilet, when in reality 
hopefully we may have some discount, but there may be some re- 
turn. I see there are 214 institutions we have invested in. You have 
laid out some of the terms and conditions of the major institutions. 

Why couldn’t we have a website that would portray by institution 
what we have invested, what the terms and conditions are, and 
how we are doing based upon other like kind preferred shares, for 
example, so that the American people could track our investments 
on a daily basis? You obviously have been able to do that. Could 
that not be done by the administration or by someone to get this 
information out? 

Mr. Elmendorf. Yes, I certainly think it could be. 

Senator Warner. I know we pressed the new economic team of 
the President to do that, but this is the first time I have actually 
seen this kind of data out there. So it is very helpful. 

Second, and following up on both Senator Dunning’s and Senator 
Merkley’s comments on the question of the housing area, as we 
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think about mortgage writedowns, whether through the cramdown 
process of bankruptcy or renegotiation, what are the challenges 
and how much of this is a new area? Because we have had not only 
a dramatic increase of securitization, but as we have taken these 
loans and sliced and diced them in so many ways and added so 
many new instruments trying to adjust that last 2 to 5 to 10 per- 
cent of debt with some of the CDOs and other things off to the side, 
that even if you do not have, one, the single party to negotiate with 
across the table and, two, even if you then do have an ability to 
renegotiate down, how that differential between — using the Chair- 
man’s example of the 100 down to 75, how that loss is spread so 
they do not end up with years of lawsuits. Has anyone been looking 
more closely at the mechanics of that process? 

Mr. Elmendorf. A lot of people have been working on it. I think 
the basic problem is that when all the securitization and further 
complications took off, people did not anticipate needing to renego- 
tiate the mortgages. So the servicing agreements do not deal with 
it very effectively. They are not always clear about what rights the 
servicer has. They provide no mechanism for the servicer to be paid 
for the extra costs that they incur in trying to modify mortgages. 
And that is a mistake that is hard to remedy now. 

But I think beyond that, as I said, even if it were just Jimmy 
Stewart the banker across the desk from an individual, there is 
still the problem that whether that individual is going to — many of 
those individuals who are underwater will keep paying, even with- 
out modification. Some will not. I think all the mortgage plans that 
are being discussed try to find some way to identify the ones who 
will not be able to pay and help only them. But it is difficult to tar- 
get it that well, and that is partly why the costs get large. 

Senator Warner. One of the things that was talked about, ear- 
lier you heard a lot of conversation about but you hear less now, 
is the question of mark-to-market accounting rules and whether 
there ought to be some kind of holiday so that as these financial 
institutions do not have to continually re-mark down their port- 
folio, perhaps even below what the actual asset value is, which 
ends up meaning that if we do recapitalize, those dollars cannot be 
used to lend out, they have to be kept on reserve. You got a feeling 
on any of that mark-to-market debate? 

Mr. Elmendorf. I think there is some diversity of views among 
experts on that. But I think the majority of experts actually lean 
toward maintaining mark-to-market rules. 

One of the key problems now is the lack of clarity about what 
institutions’ financial condition really is, and the more we move 
away from mark-to-market accounting, for all of the flaws of what- 
ever the current marks would be, the less clarity that we get. And 
one of the virtues, for example, people see in the Swedish plan was 
that they enforced mark-to-market strictly and through that mech- 
anism seemed to have revealed which institutions were viable and 
which were not, and they closed the ones that were not, and they 
supported the ones that were. 

So I think, on balance, most analysts actually favor the mark-to- 
market rules, despite all the various problems, as the most effec- 
tive way to gain clarity about what is going on now as a way to 
then move forward. 
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Senator Warner. And I know our time is short, but one last 
question on the credit markets. It seems to me that one part of the 
debate that has been missing, at least from the legislative stand- 
point, has been that as we think about the President’s reinvest- 
ment plan, one of the areas that has stymied job growth and rein- 
vestment opportunities is the freezing of the municipal and any 
other kind of public bond markets, whether your housing authority 
markets, your local school division, or your State transportation 
bonds. And I for one think, you know, these are projects that are 
ready to go, and with the appropriate risk assessment, you know, 
that the Fed or the TARP could — funds could be used to either be 
purchasers or to be insurers of last resort and jump-starting that 
public market. We have done a lot in the commercial paper area, 
but jump-starting those public financing markets could have job 
benefits, would have community benefits, and if we put the right 
type of insurance on this, would not have great exposure in terms 
of public funds. 

Have you all looked at those public bond markets? 

Mr. Elmendorf. I think you are just right that those markets 
are suffering from some of the same problems afflicting other parts 
of the financial system, have received less policy attention. I be- 
lieve that the Federal Reserve is more restricted in what it can do 
regarding those securities. The clause of the Federal Reserve Act 
that refers to their extra powers under unusual and exigent cir- 
cumstances does not refer to loans to other governments. It refers 
to loans to private borrowers. So I am not a lawyer, and I do not 
know exactly, but I think that there are limitations on what they 
can do, and it may be part of why they had not pushed ahead in 
that direction 

Senator Warner. Not the Federal Reserve, but the TARP 
pressed. 

Mr. Elmendorf. But the TARP could take action. 

Senator Warner. The irony is that these are projects that are 
ready to go, that have a readily identifiable ability to be repaid — 
and yet they are not being put to bed and being funded. 

Mr. Elmendorf. Yes, I think that is right, sir. 

Senator Warner. Thank you, Mr. Chairman. 

Chairman Conrad. Thank you. 

I would just say to colleagues there are about 5 minutes left in 
the vote, so I think we better take a recess. I think that is the most 
appropriate thing because I do not know if Senator Murray may 
have additional questions. I do. 

Mr. Elmendorf. OK. 

Chairman Conrad. So if you do not mind, we will take a 15- 
minute recess. 

Mr. Elmendorf. I will be right here. Thank you, Mr. Chairman. 

[Recess.] 

Chairman Conrad. The hearing will come back to order. I apolo- 
gize to Dr. Elmendorf. As you know, in the Senate when a vote is 
called, we respond, and it is always somewhat unpredictable, when 
a major bill is on the floor, when votes might occur. They are tell- 
ing me that we may face another vote at 12:10. So I think in fair- 
ness to my colleagues, I will not go to my second round until every- 
body is finished a first round. Senator Nelson has joined us. Are 
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you ready to go, or would you prefer — you would defer to Senator 
Warner. 

Senator Warner, if you would like to go to your second round? 

Senator Warner. Mr. Chairman, I will let you go first — you 
could say I am getting used to this when I said, “Mr. Chairman, 
I will let you go first.” I would be happy to follow in any order you 
would ask. 

[Laughter.] 

Chairman Conrad. OK. I will go to my second round and try to 
be brief about it. 

Dr. Elmendorf, the great concern I have as I look at where we 
are with respect to the second half of TARP and the economic re- 
covery package, is that we, in effect, have been siloed in these two 
pots of money without sufficient coordination between the two. And 
when I review what I believe are the needs for the financial sector 
and housing — and I am repeatedly told, well, don’t worry about 
those being addressed in the economic recovery pot because they 
will be addressed in the second half of TARP. And I look at what 
remains in the second half of TARP, less than $350 billion, which 
is an extraordinary sum of money. But when I look at losses in the 
financial sector that I am told may be approaching $1.9 trillion, 
and we have put out $350 billion so far, that is a yawning gap. 

Can you help us understand your sense of how big and how deep 
the hole is and how much of it may have to be covered by Fed- 
eral — by taxpayer resources? 

Mr. Elmendorf. I am happy to offer a qualitative sense of that. 
Estimates of the total losses to be suffered by financial institutions 
vary widely. Numbers that I have seen — not that we have gen- 
erated at CBO, but from outside analysts whom I respect — talk 
about perhaps $2 trillion, as you said, of losses by worldwide finan- 
cial institutions, about half of that by U.S. institutions, and about 
half of that already recognized by them. That leaves about $500 
billion of losses yet to be recognized, by this estimate, in addition 
to the fact that even without further losses, institutions are already 
obviously suffering from loss of capital and inability to do new 
lending. 

So I think the gap that remains in terms of the recapitalization 
needed by the banking system exceeds the amount of money left in 
the TARP, I think by a good margin, not even counting the fact 
that part of the TARP will probably go to mortgage foreclosure re- 
lief, as I understand it, and perhaps to other targeted issues. 

So the remaining gap is wide. Certainly hundreds of billions of 
dollars of additional capital will be needed that is not available 
through the TARP. I think the crucial question is how much of that 
can come from the private sector and how much will need to be 
Government funds. That depends on how the program is struc- 
tured, and that is, I think, very difficult to judge. 

For all the discussion that is in my testimony and other places 
about the need for a strategy now, in fact — and we need one — in 
fact, it will still be very uncertain just how this will play out and 
what will happen. But I think the odds are that more money will 
be needed than has been authorized so far in the TARP, probably 
to the tune of hundreds of billions of dollars. 
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Your colleagues will, of course, get to decide, but I think that is 
what will be presented to you. 

Chairman Conrad. Let me just say that is very much in line 
with my own kind of back-of-the-envelope calculation here from 
what I have been able to ascertain, and the problem is it seems to 
me the number is growing on us, because things continue to fall 
away. They continue to fall away in housing. The latest Shiller 
index shows that. They continue to fall away from us in terms of 
the financial sector. Senator Warner and I were just talking about 
the story in today’s paper about the dramatic loss of valuation in 
the major banks around the world. It really is stunning. 

Mr. Elmendorf. A stunning picture, wasn’t it? 

Chairman Conrad. Stunning. A stunning picture of what we face 
around the world. And so, you know, I wrote a letter to the admin- 
istration, to Mr. Summers and Mr. Geithner, and I told them I 
worry very much that there are not enough resources in this pack- 
age to deal with the housing crisis, continuing housing crisis, the 
financial sector, and the need to give lift to the economy, and that 
I am very concerned that they are going to come back here in sev- 
eral months and say we need this additional several hundred bil- 
lion dollars. To me, we would be much better off, if that is the case, 
to reconfigure part of the economic recovery package to better ad- 
dress these other needs and/or to add resources to TARP and to do 
it now, because I think the mood around here for additional sub- 
stantial packages is diminishing. 

You know, we have been through the rebate, which I do not 
think worked well at all. The best estimate we have is 40 percent 
of that money got injected. Then TARP, basically the first two 
phases of TARP, which, frankly, I do not think worked particularly 
well, although I think they averted a total collapse. Maybe you 
could give us your estimates on that. What would have happened 
absent the injection of capital provided for in TARP 1? 

Mr. Elmendorf. I think that absent that injection of capital, the 
financial system would really have broken apart in a way that we 
have not seen, at least since the Great Depression in this country. 
It is very hard to know if we do not have historical experience here 
to compare it to, really. But I thought the period between the col- 
lapse of Lehman Brothers and the move toward the TARP was a 
frightening one in terms of the financial system. And a strong fi- 
nancial system is a key foundation stone of a strong economy. 

So I think it was very worrisome. I think it is hard to know 
where the TARP — what the TARP money did because we do not ob- 
serve the world without it. Moreover, it is hard to track, impossible 
to track any actual dollar that is injected into a large complex in- 
stitution and see exactly what that dollar accomplished. But I 
think the sense on the part of some people that the TARP did not 
work because we have not fixed all of the problems in the financial 
system I think is misleading, and there are certainly particular as- 
pects like interbank lending where conditions have markedly im- 
proved, and that is the thing closest to the institutions the TARP 
was designed to help. 

Chairman Conrad. Are you referencing there the TED spread? 

Mr. Elmendorf. Yes. 
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Chairman Conrad. That improved quite dramatically. It was 
nine times what was typical at the height of the crisis. It has im- 
proved substantially from there, but it is still nowhere near nor- 
mal. 

Mr. Elmendorf. Right. 

Chairman Conrad. And, yes, my own belief is, absent the first 
TARP, the system would have collapsed. And I believe the Dow 
would be probably in the 4000 range today if we had not done it. 
I believe that the point that many make — and I have made — that 
we did not get the expansion of credit that we would have hoped 
for also perhaps does not take account of how serious the impair- 
ment of capital was to these major institutions. And absent those 
injections, they would have been calling good loans right, left, and 
sideways to rebuild capital. Is that your 

Mr. Elmendorf. I think that is exactly right. They have lost a 
lot of capital, and on top of that, they are trying to reduce their 
leverage in response to the greater risks in the world. The com- 
bination of those things would lead, without public policy, to a very 
sharp decline in total loans outstanding, on the order of trillions of 
dollars. And to offset that, that is the basic reason for trying to in- 
tervene in the financial system now. 

So I think the judgment of most economists is that the TARP 
money did as much as the few hundred billion dollars would do, 
and that is a stunning statement given the amount of money. But 
it reflects the scale of the problem. 

Chairman Conrad. Well, I do think that is part of the problem 
here, yes, $350 billion is a staggering amount of money. Stag- 
gering. But you put it up against the losses in the banking sector 
in this country alone approaching a trillion dollars, and that is a 
mighty deep hole to fill. 

Senator Sessions. 

Senator Nelson. Would the Chairman yield and let me do a fol- 
lowup to that question right there? 

A variation of your question is: What if the first tranche of $350 
billion had been used just to go to mortgages, where would we be? 

Mr. Elmendorf. I think we would be in a better place in the 
mortgage market, but a much worse place for the financial system 
and economy as a whole. 

Senator Nelson. Why is that? 

Mr. Elmendorf. Because bank lending is important for all of the 
pieces of economic activity. It is important for mortgages, but also 
very important for consumer loans of other sorts, and extremely 
important for business activity — and not just business investment 
of the sort we might think of needing a loan for, but even for reg- 
ular business operations. I think all of that was endangered by the 
breakdown in the banking system that we were witnesses to last 
fall. And I think the TARP money, in the judgment of most ana- 
lysts, avoided a real calamity in the financial system as a whole, 
and thus in the economy as a whole. But as you were pointing out, 
Senator, it did not do much directly about the mortgage problem. 

Chairman Conrad. Senator Sessions. 

Senator Sessions. Well, you know, I was home with my 90-year- 
old aunt this weekend. She has macular degeneration and cannot 



309 


read the paper, but listens to the news. And she said, “You all don’t 
know what you are doing up there, do you?” 

And you say this, Mr. Elmendorf, but I’ve just got to tell you, a 
lot of people think the first $350 billion did very little. And, in fact, 
we were told one thing, and within a week we were doing another. 
And so for anybody to suggest that this has been a very, very care- 
fully constructed expenditure is — I do not see how they can make 
that case. Wouldn’t you agree it has been hit or miss? 

Mr. Elmendorf. My 75-year-old mother has a similar reaction as 
your 90-year-old aunt, Senator. I did not say that it was well con- 
structed or carefully considered. I think it was an emergency re- 
sponse to an emergency. 

Senator Sessions. Well, I know the excuse is, well, it was an 
emergency so we do not care, we did something, and that is politi- 
cally of value, and nobody can prove it wouldn’t have been a lot 
worse if we hadn’t. But I will leave that issue aside. 

You have worked in the CBO and you have worked in the Treas- 
ury and you have worked, I believe, in administrations before, and 
at Brookings, which is a well-respected institution. So I would just 
ask you, you fully understand that Republicans and Democrats, lib- 
erals and conservatives, free market and Government intervention- 
ists have to depend on CBO’s numbers, and that integrity and hon- 
esty and consistency is expected of you, do you not? 

Mr. Elmendorf. Yes, I understand that. We take that responsi- 
bility very seriously at CBO. 

Senator Sessions. And I appreciate that, and I would just ask 
you, are you committed to that service to America? 

Mr. Elmendorf. Yes, absolutely. I am honored to have the op- 
portunity, and I would not have been interested in this job if that 
was not the role that I wanted to play, Senator. 

Senator Sessions. Thank you. And I am sure you are committed 
to that and all, but we are a little nervous around here about the 
way money is being thrown around. And the Chairman is asking 
some very serious questions. 

Looking at CBO’s budget outlook, they are showing that in 2014, 
which I guess is 4 or 5 years from now, that the net interest on 
the debt — that is on page 16 of Budget Outlook that you sent out 
that I am looking at. It has $392 billion, almost $400 billion. In the 
next year, it is $418 billion in interest on the debt alone. 

Now, Mr. Chairman, I know the Bush administration was sav- 
aged for the money that it spent on the war in Iraq. That is about 
$500 billion over the whole time of the Iraq war. So we are going 
to be at an annual interest payment of around $400 billion in 5 
years. And that does not include the stimulus package, the $900 
billion stimulus package, which we have gotten some recent num- 
bers from CBO on that. I guess it shows $38, $37 billion more by 
2014. So we are really at about $430 billion per year by 2014. 

Can you share any thoughts with us on the impact of that, I 
guess in the financial markets, what kind of uncertainties that cre- 
ates? I know you have projected an interest rate for this, and you 
do the best job you can to project, and we do not know for certain. 
But what are the factors that impact the interest rate we might be 
paying on our debt 4 or 5 years from now? 



310 


Mr. Elmendorf. At the moment, Senator, our country is experi- 
encing a bit of a reprieve in terms of the financial market scrutiny 
of our long-term budget imbalance, and the reprieve is coming be- 
cause investors around the world are scared of risks in many pri- 
vate financial assets, and U.S. Treasury securities are still viewed 
as the gold standard. So people are moving money into Treasury 
securities from other U.S. assets and from other assets around the 
world. That has actually helped to hold down our interest rates for 
the moment. It is undoubtedly a temporary reprieve, and no one 
can be sure when the reprieve will be lifted. 

Senator Sessions. These are about as low as we have ever had 
historically in modern times? 

Mr. Elmendorf. They are very low. And most analysts expect 
that as the economy in this country and around the world emerges 
from the recession, the fiscal imbalance will start to register more 
prominently in the minds of investors, and that they will become 
more leery of investments in this country and will not want to hold 
so much Treasury debt, and at that point interest rates will rise. 

There is a risk of that happening at any point. It is a matter of 
confidence in many ways, and of all the things that economists 
model badly, confidence is one of the worst. 

So there is a risk at any point that people could get concerned, 
more concerned than they are. I think people understand these 
numbers in an intellectual sense. I do not think it is operating on 
their investment decisions at the moment because they are more 
worried about something else. But at some point, they will become 
more worried about this, and at that point, the consequences for 
the U.S. economy will become more apparent. And I think that is 
why CBO has said one of the criteria for effective fiscal stimulus 
is to not worsen the long-run imbalance in the budget, and that is 
partly because of the long-run costs but also because of the risk 
that if the long-run imbalance is viewed as drifting even further 
out of control, we could be sparking some concern and, thus, spark- 
ing some more immediate reaction that would cutoff part of the re- 
covery. 

Senator Sessions. It seems to me that it is pretty much a tem- 
porary thing that people would loan money to the Government, buy 
bonds and treasuries, at an interest rate of less than 1 percent, be- 
cause they eventually will just want more return. And also, the 
capital surge around the world, from oil in the Middle East, for ex- 
ample, is way down, so other countries’ ability to buy even if they 
wanted to buy would be down. The Chairman showed a New York 
Times article that said China’s surplus dropped from $50 billion a 
month to $20 billion, so even if they wanted to buy, they do not 
have as much money to buy. 

So are those factors that might cause a spike in interest rates? 

Mr. Elmendorf. Those factors are certainly relevant. I think the 
thing which is providing the funds is that consumers and busi- 
nesses around the world are doing less spending. So think of our 
consumers who suffered big losses, perhaps, in the value of their 
homes, big losses in any stocks that they hold. That is trimming 
consumption considerably. That is part of what is leading us deeper 
into this recession. But, also, it does raise saving a bit at the mo- 
ment. The personal saving rate is rising a little in this country. So 
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it is the move toward less spending and more saving around the 
world that has provided the funds to buy our debt. But you are ab- 
solutely right that the decline in incomes people are experiencing 
is working the other direction. 

Senator Sessions. Thank you. Mr. Chairman, I appreciate our 
Director, and like Mr. Sunshine, I can understand his answers. 

I thank you for that. Sometimes around here, our experts are aw- 
fully obtuse. 

Chairman Conrad. I would say to the Senator that in the inter- 
view process, which is, as you know, conducted by the Chairmen 
and Ranking Members of the Committees and our staffs, I think 
you would have been very, very pleased with Dr. Elmendorf. He is 
a straight shooter, tells people when he does not know the answer. 
As you know, his job is not to give us policy advice. 

Senator Sessions. Right. 

Chairman Conrad. But to give us analytical advice, and I tell 
you, I think I can speak for all four of us. It was an impressive set 
of interviews. 

Senator Nelson. 

Mr. Elmendorf. Thank you, Mr. Chairman. Thank you, Senator. 

Senator Nelson. For this next tranche of $350 billion, what 
would you prefer it to go into, a Federal guarantee protecting the 
banks against the losses on assets that are backed by the failing 
mortgages, or would you want to set up some kind of Government 
institution to buy the toxic assets? 

Mr. Elmendorf. Well, as the Chairman just said, I do not offer 
policy advice, but I can tell you, I think, some of the consequences 
of choosing different courses of action here. 

Without significant injection of Government funds to subsidize 
mortgage modifications, the pace of modifications will remain small 
relative to the number of people heading into foreclosure. At the 
same time, without substantial injection of Government funds into 
the banking system, the banks will remain preoccupied with their 
past losses. Private capital will stay on the sidelines, fearing both 
the unknown in the banking system and the unknown of possible 
future Government action. And with the banking managers trying 
to keep their heads above water and private capital not coming in, 
bank lending will be significantly restricted, and that will raise the 
cost of credit and lead to less private spending. 

Senator Nelson. So your answer is basically we are going to 
have to do both. 

Mr. Elmendorf. I think that is the experience we have seen in 
other countries. The savings and loan crisis cost us basically 2 per- 
cent of GDP. But as large as that seemed at the time, that is not 
as significant as the problem that we face now. And other countries 
that have faced serious financial crises have spent very large 
amounts of money to get out, and those that have waited to do it 
have spent more and spent longer in that period of recession or se- 
vere economic weakness. 

Senator Nelson. Look backward and tell me with the problem 
having been to begin with the bad mortgages that were securitized 
and sold throughout the financial system, if our first response had 
been let us send this money in there to buy up these toxic assets, 
when would that have worked without having to go and start bail- 
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ing our banks in the continuum of time as the problems unfolded 
last year? 

Mr. Elmendorf. At the time, when I was a private agent mak- 
ing recommendations, I was one of, I think, a chorus of economists 
who supported the idea of equity injections into banks instead of 
asset purchases. The logic was essentially that setting the price for 
the assets was a very difficult business. Much of the toxic securities 
are not widely traded, so market prices are not available. And de- 
ciding how much to pay would matter very consequentially for the 
cost to taxpayers, the benefits to bank owners, and might matter 
differentially across bank institutions. So we 

Senator Nelson. OK. Wouldn’t that then necessitate having the 
savings and loan approach that we had, go in and buy up those bad 
assets and hold them then until the price came back up? 

Mr. Elmendorf. One important difference in the savings and 
loan situation is that at the time, the assets came to the Govern- 
ment automatically in the sense that we had a FDIC guarantee of 
deposits, when institutions failed, to honor the guarantee. The 
FDIC put the money up — and in the savings and loan, as well, of 
course, the FSLIC at the time — put the money up, and the assets 
came to the Government. And they were managed in a way that 
I — there were debates, in fact, about how quickly the assets should 
be sold, but managed in a way to try to maximize taxpayer return. 

The harder issue now, I think, at the moment is at what price 
one brings those assets into the Government. One can wait for the 
banks to fail, and then in a sense we get them all automatically. 
But I think the concern among most observers is that we do not 
want to wait because that pulls the economy down faster. So it is 
deciding the price to go out and get them or, another way, that 
would be how much to charge for the guarantee. And I think there 
is a tough tradeoff. We do not want to benefit the managers and 
owners who made bad decisions. On the other hand, if we let them 
sort of stew in their own mess, then we run the risk of driving the 
economy further into the ground. And that is what makes that de- 
cision of what to pay hard. 

The virtue of equity investments was that you could do a lot of 
money very quickly without making those choices. I think in retro- 
spect that did work to stave off immediate collapse, but it does not 
solve all the problems. That is why we are back here today. 

Senator Nelson. If you had a Federal guarantee protecting 
banks against those losses that are backed by the bad mortgages, 
would that then not require the Federal Government to put capital 
into banks and, therefore, the nationalization of banks? 

Mr. Elmendorf. I think it could avoid putting in capital now. Of 
course, the essence of the guarantee is we might have to put money 
in later. And CBO is in the process of developing techniques for es- 
timating the cost of guarantees. So that cost could be substantial — 
I mean, very uncertain but potentially expensive down the road. 

I think the issue on ownership, the economists who have advo- 
cated equity injections did it not because they wanted the Govern- 
ment to be the owner of the banks in terms of running the banks. 
Most of the proposals were very explicitly not for majority stakes 
or direct control. It was viewed as a way of putting money in that 
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would be roughly evenhanded across institutions and could be done 
quickly. 

But you are absolutely right; the more of that that is done, the 
larger the stake that the Government takes, the more the Govern- 
ment becomes the de facto owner. And one implication of this pic- 
ture that the Chairman referred to that showed how much the 
market value of banks has shrunk over time is that, in fact, the 
sorts of money that we are talking about them needing would buy 
a very significant share of the equity of some institutions. 

So that is, I think, an increasing challenge. As more money goes 
in, then the share that the Government owns goes up. Then the 
issues you raise become even more acute. 

Senator Nelson. So if you buy up the toxic assets or, in the al- 
ternative, you guarantee the toxic assets, you are still saying that 
we are probably going to need to put money into banks anyway, 
which means we are going to get preferred shares and so forth for 
the Federal Government. 

Mr. Elmendorf. Eventually, I think that is right. The essence 
of the problem is that they have lost, and to make the system move 
on, money needs to be added. 

Senator Nelson. That is bad news, Mr. Chairman, and I just 
want to say — so the newly confirmed Secretary of the Treasury is 
basically — it looks like he is going to have to take this course. 

Mr. Elmendorf. I think that is the expectation of most observ- 
ers, yes, sir. 

Senator Nelson. Either guarantees or buying them up and injec- 
tion of capital into the banks. 

Mr. Elmendorf. Yes. I would just say I think the third possi- 
bility related to guarantees and buying the assets would be what 
has been described as a good bank/bad bank approach. 

Senator Nelson. Right. 

Mr. Elmendorf. In which the bad assets are separated out, but 
then at that point the Government needs to provide some financing 
for that. 

Senator Nelson. And how much is this going to add to our na- 
tional debt, Mr. Chairman? 

Chairman Conrad. My own belief is hundreds of billions beyond 
the commitments that have already been made. Hundreds of bil- 
lions. 

I tell you, I do not perhaps want to talk about it in this setting, 
but other conversations I have had over the weekend with respect 
to the financial sector, very sobering stuff. 

Mr. Elmendorf. Yes. 

Chairman Conrad. Senator Sanders. 

Senator Sanders. Thank you very much, Mr. Chairman, and 
welcome, Dr. Elmendorf. 

Mr. Elmendorf. Thank you, Senator. 

Senator Sanders. And I apologize for not being here earlier. I 
want to ask you mostly questions about the financial crisis, and 
then I want to ask you another question about how CBO makes 
their accounting assessments. 

Question No. 1: Between 2001 and 2007, commercial banks 
alone — not investment houses, just commercial banks alone — made 
some $700 billion in profit. A lot of money. Now, as a result of the 
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greed, recklessness, perhaps illegal behavior on the part of Wall 
Street, they are coming to the taxpayers for huge bailouts, and we 
have no idea how much that is going to end up costing. 

A very simple question. The average guy goes out and has a lot 
of luck, he wins the lottery, makes a lot of money, puts the money 
in the bank. Bad times come. He said, “Well, good news. I won the 
lottery. I have a lot of money. I will pay off my debts.” These guys 
have made unbelievable sums of money. Then through their greed 
and recklessness, they created a terrible crisis, and now we have 
to bail them out. Where did all their profits go? 

Mr. Elmendorf. As you know, Senator, the banks have paid out 
profits in the form of dividend payments to shareholders. 

Senator Sanders. Yes. 

Mr. Elmendorf. They have paid salaries to managers. 

Senator Sanders. Yes. 

Mr. Elmendorf. That money is not directly recoverable legally, 
but I certainly understand the frustration that the American peo- 
ple feel at the situation. 

Senator Sanders. Yes, they sure do. In other words, some people 
became incredibly rich, and then when things got bad, it is the av- 
erage Joe who has to bail them out. And somehow or another, we 
have to deal with that, and that is why, by the way, in terms of 
the first bailout, I proposed — I voted against it. I proposed the sur- 
tax on people whose families had at least a million dollars in in- 
come, because they are the people who benefited from Bush’s eco- 
nomic policies in general. All right. 

Second question: Taxpayers provide all of these, I guess, “capital 
injections” into these banks. We are talking $350 billion plus more 
in the next tranche. And people go to these banks, news reporters 
go and say, “Tell us what you are doing with this money.” And the 
banks say, “Oh, well, we thank the public very much for bailing us 
out, but we do not want to tell you what we are doing with the 
money.” 

“Are you using this money to lend it out to small businesses to 
create jobs?” 

“None of your business. We will do with it as we want to do with 
it.” 

All right. So my question to you is: Why is there not — why 
haven’t we forced transparency and demanded that these banks 
lend out the money as they were supposed to do rather than per- 
haps use it for bonuses, for mergers, acquisitions, et cetera? 

Mr. Elmendorf. I think as an analytic matter, Senator, it is 
very difficult to track what happens to a dollar that goes into a 
very large and complicated institution. A lot of money goes in and 
a lot of money goes out of these banks. Knowing what was done 
with a particular dollar is really, I think, an almost unanswerable 
question. 

There is also a broader problem, which is that we do not know 
what would have happened otherwise. So economists talk a lot 
about the counterfactual situation. 

Senator Sanders. Right. 

Mr. Elmendorf. Without the money, what would have hap- 
pened? 



315 


Senator Sanders. But don’t you think if I give you — you come to 
me and you say, “Look, I need a lot of help,” and I am saying, “OK, 
I am a nice guy. We are going to bail you out.” Don’t I have a right 
to have — understanding what you said — you telling me, “Well, look, 
in general this is what I am doing. I know you wanted us to make 
loans to loosen up capital.” Don’t you think we have a right to 
know a little bit more than these banks are telling us? 

Mr. Elmendorf. I think certainly the Government can set the 
conditions that it wants on these injections, and it did set some, of 
course, as part of the legislation authorizing the TARP. There will 
in some cases be a tradeoff between the speed with which actions 
can be taken and the care with which they are taken. And I think 
one of the — when the TARP was being debated, of course, there 
was a great sense of urgency, I think, in the minds of most people 
watching the financial system, and that may be one reason why 
more discussion was not made at the time of these issues. 

Senator Sanders. With the exception of our friend Bernie Madoff 
who pulled off a remarkable — again, it is incomprehensible how 
you could pull off a $50 billion Ponzi scheme in this day and age 
without being detected by the SEC. Do you believe that Wall Street 
leaders engaged in illegal behavior and that some of them should 
end up behind bars in the coming years? 

Mr. Elmendorf. I think it is very appropriate to prosecute peo- 
ple who have broken laws. I am not a lawyer. I do not really know 
securities laws. So I am not a good judge of what has happened. 
I think where there is lawbreaking, it should be addressed. 

Senator Sanders. Well, that goes without saying, but, you know, 
people break the law, we generally try to prosecute them. 

I think there is an outrage on the part of the people, Mr. Chair- 
man, that is not necessarily perceived here in Congress. The reck- 
lessness, the greed, I suspect the illegal behavior of maybe a few 
hundred, a few thousand people has impacted and destroyed the 
lives of millions of people in this country. And in my view, they 
have got to be held accountable, and I am concerned that because 
they are rich and powerful, they do not get the same treatment as 
the average criminal. But I think we have got to address that 
issue. 

Chairman Conrad. Senator, if I could just interrupt, and it will 
not come out of your time, just on this issue, I think you are right. 
I think we will find lawbreaking. I think we will find criminal 
wrongdoing. I think people should go to jail. 

I have written the Attorney General, and I have asked that in 
every one of these cases where Government funds are infused that 
there be an investigation and that people be held to account. There 
have got to be prosecutions of criminal wrongdoing, and it is 
breathtaking. 

Senator Sanders. It is. 

Chairman Conrad. I think we are going to find a lot. 

Senator Sanders. Do you know the what problem is, Mr. Chair- 
man? It is that the amount of money is so huge that nobody can 
get their hands around it. If somebody robs $50,000, we understand 
the problem. What are we talking about? Trillions of dollars? What 
is a trillion dollars? Nobody in America understands what that is. 
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So the problem is so big that I think we have not focused, as the 
Chairman said, on potential illegal behavior and what we are going 
to do to these people. 

All right. Let me ask you another question. We have talked pri- 
marily about TARP funds, but there is another huge source of 
funding from the Fed, which I think you estimated to be over $2 
trillion — $2 trillion, a few bucks here or there adds up — which is 
going out to whom? I mean, I do not quite understand how over 
$2 trillion can be lent out — Mr. Chairman, I am not quite sure that 
we know who is receiving this money. We do not know what the 
terms are. How do you lend out $2 trillion of Federal funds through 
the Fed and nobody knows anything about this? Dr. Elmendorf? 

Mr. Elmendorf. Well, the way you do it is that you try to save 
a financial system that consists of tens of trillions of dollars, hun- 
dreds of trillions of dollars of derivatives outstanding — I mean, the 
numbers are very large. We have a very large economy with a very, 
very large financial system. 

I agree with you that making clear to Members of Congress and 
to the public what the money is doing is important. I am not — I do 
not, of course, want to speak for the Federal Reserve. I think in 
many cases the terms are disclosed when they have released new — 
when they have announced new facilities, as they call them, to lend 
to particular institutions with particular types of collateral or 

Senator Sanders. Let us not get too complicated here. Does any- 
body know, has it been made public, who has received this $2.3 
trillion and under what terms? Is that public information? 

Mr. Elmendorf. I think some of that is public and some is not. 
So some of the institutions that have received help are disclosed. 
Others are not. 

Senator Sanders. But don’t you think it is a little bit weird and 
a little bit undemocratic that the taxpayers of this country are pro- 
viding help — maybe it is good, maybe it is bad, maybe it is right. 
How do you know there are not huge conflicts of interest? How do 
you know you are not giving money to your friends if we do not 
know anything about it? We argue here, we have 2-hour debates 
on a 450 million dollar appropriation. You are talking about tril- 
lions of dollars. I do not know — maybe the Chairman does. I do not 
know if you have information — you do not have information either. 

I mean, I think it is incomprehensible, but tell me why you 
thought it makes sense. 

Mr. Elmendorf. Again, obviously you could ask members of the 
Federal Reserve Board to come testify to you and to explain what 
they have been doing. I think one argument that is worth keeping 
in mind for not disclosing everything is concern about the stability 
of institutions. One of the reasons why the Federal Reserve’s dis- 
count window, which stands ready to lend to institutions at an an- 
nounced rate, does not have a lot of institutions that turn up is be- 
cause those institutions are concerned that revealing their bor- 
rowing will cause a run of sorts on the institution. 

Senator Sanders. Well, I do understand all that. 

Mr. Elmendorf. One advantage of the Federal Reserve’s facility 
that did not reveal who was getting those kinds of loans, one of the 
first things they did was the institutions would feel free to come 
without risking that kind of 
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Senator Sanders. I really do understand that, but on the other 
hand, I think the average person would think it is incomprehen- 
sible, again — of course, that is the word we keep using about this 
whole financial disaster — that trillions of dollars are being lent out 
without transparency or accountability. 

All right. Let me switch gear and take you to a more mundane 
subject. We are off of this huge financial disaster. There has been 
a criticism of the CBO for a number of years — and I know you have 
a tough job. You have to assess how much — if I introduce legisla- 
tion, how much is it going to cost the taxpayers? That is fair 
enough. 

The problem that you have is sometimes legislation is introduced 
which will cost a certain amount of money, but it actually will save 
money. I will give you an example. 

We are going to introduce very shortly legislation to build a num- 
ber of — to greatly expand the number of community health centers 
around this country focused on primary health care, preventative 
health care. A lot of studies out there suggest that by keeping peo- 
ple from going into an emergency room, keeping people from going 
into a hospital, cuts back on Medicaid, cuts back on Medicare ex- 
penditures, not to mention expenditures in the whole health care 
system, that really you save substantial sums of money. 

So if I introduce this and the cost goes — what it will cost us is 
going from $2 billion to $8 billion over a 5-year period, how do you 
assess — I think we can make the case that we are saving taxpayers 
money. How do you put that into your equation in analyzing how 
much that legislation costs or saves? 

Mr. Elmendorf. Our objective is very clearly to include all of the 
ramifications of legislation in our reports to you. I was just meeting 
for the first time the day before yesterday with people at CBO who 
estimate costs for SCHIP — heading toward, I guess, being just 
CHIP — and one of the very important factors they keep track of is 
how people move between Medicaid and SCHIP depending on the 
rules and how the States respond, how private individuals respond. 
We keep track of people moving from private insurance, looking at 
how employers respond 

Senator Sanders. But if we do something 

Mr. Elmendorf [continuing]. And we try to incorporate all of 
that. 

Senator Sanders. Do you do things like saying, oh, if a person 
would go to a doctor early and not end up with a terrible illness 
that we have to spend $100,000 in the hospital for, that is a sav- 
ing? 

Mr. Elmendorf. Yes. 

Senator Sanders. Do you guys throw that into the equation? 

Mr. Elmendorf. Yes. That is certainly one of the ramifications 
that we are trying to capture. 

Senator Sanders. OK. 

Mr. Elmendorf. Now, we do not always have evidence con- 
sistent with the intuition that we or others 

Senator Sanders. No, and I 

Mr. Elmendorf. But where we can find evidence, we work very 
hard to incorporate as many different effects in the interconnected 
world as we can. 
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Senator Sanders. The criticism, Mr. Chairman, has been that it 
is pretty easy, if my bill goes from $2 billion to $8 billion, we are 
spending $6 billion. That is pretty clear. But we are also saving 
substantial sums of money, and I understand that part of it is a 
little bit harder to determine. But I hope you give serious thought 
and build into your analysis the savings as well as the expendi- 
tures. 

Mr. Elmendorf. We absolutely do everything in that direction 
that we can. 

Senator Sanders. Good. 

Chairman Conrad. I would say to the Senator, the lights are not 
on signaling a vote, but a vote is on. For some reason, the lights 
on the clock are not functioning properly, and my timer is not func- 
tioning properly, so we have some electronic problems going on 
here. So we will draw to a close. I thank you. 

Senator Sanders. I am finished. Thank you very much, Mr. 
Chairman. 

Chairman Conrad. I understand. I thank very much the Senator 
for his able questioning. 

Let me just say my own belief is not only was Madoff engaged 
in a giant confidence game, in a giant Ponzi scheme; I believe part 
of the derivatives market will prove to have been the same thing, 
these very exotic insurance instruments used to try to guard 
against downside risk in overly leveraged financial institutions. 
And, you know, where do all these losses come from? They come 
from companies not having the capital to back financial guarantees 
that they made. That is in part what has occurred here, and that 
is over in the question of derivatives and debt swaps. 

I think we have a Ponzi scheme of staggering proportion going 
on. I have questioned people who are in the business. I asked them 
a year ago, some of them in these firms, did anybody have any con- 
cept of how much risk was out there? And they asserted to me they 
did not. People who were in the top management of these instru- 
ments in global firms. I asked them if any of them could under- 
stand — did top executives understand the formulas that were being 
used to assess risk? They hired a bunch of Ph.D. economists, whom 
I have high regard for, who wrote formulas. I asked my staff about 
a year ago to bring me some examples of these formulas. And I 
must say, I could not make head nor tail out of them. I have a 
Master’s in Business Administration. I have always been very good 
in math. I could not make head nor tail out of them. 

And I said to some of the executives I was with, “Do the execu- 
tives in these firms really understand these formulas?” Because I 
would guess most of them have the same business training I do. 
No. They did not understand these formulas. And these formulas 
clearly did not assess risk properly. And yet they are making hun- 
dreds of billions of dollars of bets around the world, and now these 
chickens come home to roost. 

I am extremely concerned about what I am hearing about the fi- 
nancial system. That is why I think we have got to refocus on the 
need to effectively deal with that and the housing crisis. If we do 
not, I do not see how recovery occurs, and I personally do not be- 
lieve we have yet grappled with this in the most effective way. And 
I would give you the chance to respond to these observations. 



319 


Mr. Elmendorf. I agree with everything you have just said, Sen- 
ator. I think there are at least two important points you have 
raised. 

One is that — and not to minimize the illegal actions that were 
taken by people, but that most of the problem, in the judgment of 
analysts, is not what was illegal and done anyway; it is what was 
legal and not understood and was done. It is an immensely com- 
plicated business, and lots of people took a lot of risks they did not 
understand. 

The second point 

Chairman Conrad. Let me just make a second point. 

Mr. Elmendorf. Yes. 

Chairman Conrad. Have you looked at any of these formulas 
that were written to assess risks with respect to debt swaps and 
derivative instruments? 

Mr. Elmendorf. I have seen some of them. 

Chairman Conrad. Do you understand 

Mr. Elmendorf. Senator, I do not understand them either, de- 
spite my training. You know, to be clear, when we tell you that we 
estimate the cost of the TARP injections to be about $200 billion, 
that answer comes partly out of those sorts of complicated financial 
formulas. We have people at CBO who are experts at financial eco- 
nomics, which I am not. But one appropriate caution about our 
numbers is that they are based on models, drawing on historical 
data, that can be wrong in just the way we have watched the pri- 
vate investors be wrong. 

Chairman Conrad. Let me say on that point, if I could, I person- 
ally believe the CBO forecast is overly optimistic. I used to have 
the responsibility of forecasting revenue for my State, and I had 
that responsibility for 6 years, and I have seen repeatedly fore- 
casters are wrong at the turns. It is just human nature. We all — 
I am not being accusatory here. This is human nature, and I have 
experienced this myself as a forecaster. At the turns, you always 
underestimate the upside and underestimate the downside. And I 
think the CBO forecast suffers from that flaw, which I think all 
forecasters are suffering from. My own belief is the downturn is 
going to be more prolonged and sharper than most of these fore- 
casts capture. And I will not ask you to defend the forecast because 
that was made before you were in this position. But I make that 
observation. That is my own belief. 

We really have very substantial responsibility to the American 
people on our collective shoulders, and we have got to do a much 
better job than we have done thus far in fashioning answers. That 
is my belief. 

Thank you very, very much for your testimony here today, and 
thank you very much for taking on this responsibility. We all recog- 
nize around this table that you could make a great deal more 
money in the private sector and that you bring to this work real 
distinction and great credibility. And we are delighted, and I can 
speak for Republicans and Democrats who were involved in the se- 
lection process. You really shined through. 

Thank you very much. 

Mr. Elmendorf. Thank you, Mr. Chairman. We at CBO look for- 
ward to working with you and the rest of the Committee. 
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Chairman Conrad. We look forward to it as well. 

The Committee will stand adjourned. 

[Whereupon, at 12:23 p.m., the Committee was adjourned.] 

Opening Statement 

I would like to thank Dr. Elmendorf for taking the time to 
appear before the Senate Budget Committee today. As a 
member of this committee and also the Senate Finance 
Committee, 1 will be working quite a bit with the 
Congressional Budget Office, so I am glad to have this 
opportunity to get to know him. I would also like to 
thank Chairman Conrad and Ranking Member Gregg for 
calling this hearing. 

This hearing is entitled “Federal Response to the Flousing 
and Financial Crisis,” and I am looking forward to 
hearing Mr. Elmendorf s views on the crisis and the 
budgetary impact of the various federal responses. 
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But because this is also his first appearance before the 
Committee, I would also like to take this opportunity to 
ask Dr. Elmendorf some questions on the budget and how 
he will run CBO. As all the members of this committee 
know, the Congressional Budget Office is a very 
important part of the United States Congress. Whether it 
is setting the budget baseline, analyzing the President’s 
budget, or simply telling us how much different proposals 
cost, Congress has come to rely a great deal on CBO. 

1 am certain that there will be many interesting questions 
touching on a broad number of topics. 1 look forward to 
hearing these questions and, most importantly, hearing 
Dr. Elmendorf s answers to them. 
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Senate Budget Committee Hearing 
“Federal Response to the Housing and Financial Crisis” 
January 28, 2009 
CBO Submissions for the Record 


Questions from Sen. Feingold 

1. Please provide further details about what would be helpful to include in such a 
standard package [for restructuring mortgages] as well as what you think are the 
most efficient and expedient ways the federal government can encourage foreclosure 
mitigation this year. 

A standardized package could speed up the modification process by reducing the number 
of decisions and helping to gain the assent of the holders of low-ranked tranches of 
mortgage-backed securities and holders of second mortgages. One important way that a 
standardized package could expedite modifications is by using a common set of criteria 
that address who is eligible for a modification and what forms the modification could 
take. Any loan modification program must be carefully designed to reduce the perverse 
incentive for people to go into default to get a better mortgage deal. 

Establishing industry standards for modifications might encourage the modification of 
securitized loans by mitigating two problems. First, servicers have not modified many 
loans because the pooling and servicing agreements (PSAs) used for mortgage-backed 
securities typically do not include specific provisions for loan modifications. As such, 
servicers fear that they will be sued by investors made worse off by the loan 
modifications even if investors in the pool as a whole benefit. In particular, the holders of 
the lower ranked tranches are in line to bear any losses from loan modifications before 
the holders of the highest ranked tranches. Because many but not all PSAs allow 
servicers to use industry standards for servicing loans, a standardized package that 
became the industry standard would provide servicers with greater protection from 
lawsuits. (The threat of loan modifications through bankruptcy would also make investors 
more receptive to loan modifications.) Second, PSAs typically do not include provisions 
for covering servicers’ costs for performing modifications. ! A standard package that 
compensated servicers for their costs of modifying loan would also encourage 
modifications. (Fannie Mae and Freddie Mac currently provide such compensation to 
servicers of their loans.) 

A standardized package that successfully dealt with second mortgages could also help 
troubled mortgage borrowers. The holders of the first mortgage and the second mortgage 
often have substantially different interests and bargaining powers. To avoid the costly 


1 Rates of foreclosure on loans that have been held by lenders and not securitized are about 20 to 30 percent 
lower than rates experienced by third-party servicers. See Christopher Mayer, Edward Morrison, and 
Tomasz Piskorski, “A New Proposal for Loan Modifications,” (working paper, Columbia University 
Business School, January 6, 2009), 

http //'ww\v2 asb columbia.edu/facuitv/cmaver/PaDers/LoanModlncentives-MMP-01-06-2009 pdf 
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foreclosure process, the first-lien holder may have an interest in reducing the payment 
obligation of the borrower or permitting a short sale. However, a foreclosure or short 
sale would make second mortgages worthless. Second-lien holders in such situations seek 
to avoid foreclosure or a short sale because either would eliminate the potential for their 
loans to regain value if house prices recovered in the future. (A short sale is a sale at a 
price that is lower than the total value of the mortgages on the house.) Because the 
priority of liens generally follows the order in which they are recorded, for a refinancing 
lender to have the senior lien, a second lien must also be repaid or re-subordinated. The 
second-lien holders, however, may withhold their consent to re-subordination (if 
required) or threaten foreclosure to bargain with both the homeowner and the first-lien 
holder. In many cases then, the ability to help borrowers having difficulty may first 
require coordination and agreement between the holders of the first and second 
mortgages. 

Consequently, a standardized package that dealt with second mortgages, such as 
providing for payments to holders of the second mortgages, would encourage loan 
restructurings. Payments could also be made to servicers who reached out to holders of 
second liens for obtaining the release of the second lien. 

A standardized approach cannot help all troubled borrowers. Many homeowners are 
living in homes that they cannot afford or maintain. Some of those borrowers would be 
better off if they received some assistance to switch to rental housing. 

2, State housing finance ageneies (HFAs) are experiencing an inability to obtain 
credit or find investors willing to invest in their mortgage revenue bonds. . . . What 
steps could either Congress or the Administration take to facilitate investment in 
HFA mortgage revenue bonds and restore much-needed liquidity to the HFAs? 

State HFAs finance mortgage lending by selling bonds whose repayments are tied to 
revenues from those loans. Although HFA revenue bonds often benefit from a similar 
tax-exempt status as do the debt obligations of state and local governments, states are 
usually not responsible for making payments on, or guaranteeing, HFA debt. 

The current inability of state HFAs to obtain credit may be linked to both investor 
concerns about the future income stream from the underlying mortgages and liquidity 
constraints in the market for those bonds. In light of the sharp rise in mortgage 
delinquencies and defaults, investors may believe that there is a greater likelihood that 
borrowers will default on the mortgages financed by HFA debt. 

The liquidity constraints have also arisen from the particular way some state HFAs have 
structured the bonds. Some attempted to lower their financing costs by issuing a 
particular kind of bonds whose interest rate was repriced frequently. Such bonds — known 
as Variable Rate Demand Notes (VRDNs) — were typically sold to money market funds 
with a guarantee by a bank that the bond buyer would be able to sell back the bond at the 
date at which the yield was to be reset. Often those repurchase agreements, which 
provided liquidity to the VRDN market by allowing VRDNs to be readily bought and 
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sold, were supported by debt insurance. Financial difficulties of both banks as well as 
bond insurance companies have led banks to charger much higher fees for providing that 
liquidity. 

In addition to measures aimed at supporting the housing market, which would address 
investor concerns about repayment, the Congress and the Administration could take 
several measures to increase liquidity in markets for variable-rate FIFA debt. Some 
market participants are pushing for a temporary federal guarantee and for government- 
sponsored enterprises (GSEs) to purchase some of that debt. (In 1 984 Congress banned 
so-called '‘federal guarantees” of tax-exempt bonds. However, the ban exempted a 
number of GSEs, including Fannie Mae, Freddie Mac and others, who could issue letters 
of credit). Another measure would extend federal capital or an outright guarantee to 
companies that had been providing insurance and whose credit ratings had been 
downgraded, thus making banks willing again to enter into repurchase agreements for 
VRDNs. (Federal assistance to municipal bond insurers could potentially also support 
longer-term debt of state HFAs.) A third approach would authorize the federal 
government to act as a buyer of last resort for the VRDNs of state HFAs. 

Any of those measures would make the federal government the effective guarantor of 
debt incurred by public-sector borrowers. However, the Congress and Administration 
would need to weigh very carefully the benefits to the housing market and broader 
economy from such intervention against both the budgetary cost of providing that 
assistance as well as the longer-term drawbacks of rewarding any excessiveiy-risky 
behavior that had allowed the bond insurance and VRDN markets to develop to a point 
where the parties involved are now facing serious financial difficulties. 

Question from Sen. Warner 

Has anyone done an assessment of how much of the trillion dollar loss discussed is 
due to actual loss as compared to loss based on current market distortions? For 
example, in locations where there are no markets for home sales, we are 
experiencing a phenomenon where prices are falling below real value. A home 
purchased for $100,000 may have a real value of $75,000, but because of the current 
crisis, that home is valued at S60,000? 

Estimates of expected losses are highly uncertain since they rely on current market prices 
for houses and other assets as well as assumptions about the future course of those prices 
among many other things. Some analysts, including those at Goldman Sachs as well as 
Professors Glenn Hubbard and Christopher Mayer, expect that home prices will fall 
below long-run equilibrium values due to an oversupply of houses, momentum, and 
falling sales volumes. 2 However, while the argument is plausible, it is very difficult to 
determine what the current “real value” might be. Ultimately, a home is worth what 
people are willing to pay for it, and ,over the next few years, we’ll gain some insight from 


2 Christopher Mayer and R. Glenn Hubbard, “House Prices, Interest Rates, and the Mortgage Market 
Meltdown (unpublished paper, Columbia Business School, 2008), available at 
ht tp //www4.iisb coiumbia.edu/realestate/research/mortgagemarket 
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seeing what happens to home prices when the period of turmoil is over. Many analysts 
expect prices to rebound eventually, although probably few if any believe that the prices 
of houses and mortgage-related assets will return to levels that existed during the housing 
bubble. 

Projections of house price declines are an important part of estimates of financial losses. 
CBO testified that “according to some analysts, U.S. banks and thrifts could be facing 
more than $450 billion in additional estimated losses on their assets — on top of the 
approximately $500 billion that has already been recognized.” 3 Sensitivity estimates 
provide some insights to how losses respond to home price declines. For example, 
Goldman Sachs’s mid-line estimate of $1 .1 trillion of mortgage losses assumes another 
10 percent price decline. Goldman Sachs estimates that if prices stabilize at current 
levels, then losses drop to $765 billion, but if prices fall another 25 percent, losses would 
jump to $1 ,842 billion. 

Financial institutions have not recognized the full extent of their likely losses on 
mortgages and other securities, such as credit default swaps. Accounting standards give 
firms flexibility in valuing their holdings in many cases. GAAP is explicit in ruling out 
valuations based on fire sales. Moreover, firms do not have to mark their private-label 
mortgage-backed securities to market levels. Instead, firms can use cash-flow models to 
estimate values because each private-label security is unique. However, while house 
prices may in some cases fall below long-run equilibrium values. Many analysis believe 
that financial institutions have not gone far enough in marking down their assets on the 
balance sheet. The fact that many institutions trade below their book values provides 
some evidence supporting that claim. 4 


Questions from Senator Murray 

(1) “Future Actions Needed to Strengthen Our Financial System” 

a. Do you agree with the contention that many of our banks are insolvent and are 
essentially being sustained through government support? 


3 For example, Goldman Sachs expects $2 1 trillion of losses on US credits with about half going to US 
banks. About $1.1 trillion of the losses are expected to be on residential mortgages Richard Ramsden, et. 
al , “As Mortgage Loss Estimates Continue to Rise, Further Policy Response Likely to Follow" (Goldman 
Sachs research, January 13, 2009). Also see, Jan Hatzius and Michael A. Marschoun, “Home Prices and 
Credit Losses: Projections and Policy Options,” (Goldman Sachs, Global Economics Paper No. 177, 
January 13, 2009) 

4 As of November 2008, about half of banks were trading below their book value; frequently the discount 
was 20 percent or more See Statement of Robert H Herz, Chairman, Financial Accounting Standards 
Board, before the House Financial Services Subcommittee on Capital Markets, Insurance, and Government 
Sponsored Entities, March 12, 2009. 
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Most U.S. banks are healthy. The rescue actions by the Treasury, the Federal Reserve, 
and the FDIC are aimed at providing temporary liquidity, capital, and support for 
financial markets. Determining how many of the banks would be insolvent in the absence 
of the capital injections is a difficult question to answer. In particular, some of the banks 
may have been able to raise private capital in the absence of federal support. The 
Treasury is putting 19 large banks — those with total assets above $100 billion — through 
a forward-looking series of stress tests to determine which institutions are likely to 
survive the recession and even bigger housing price declines. That exercise will help 
identify which institutions are likely to become insolvent in the absence of additional 
capital injections. Some investment analysts expect the stress tests to show that at least 
some of the large banks will need to raise more capital. 5 The Administration’s proposed 
budget includes a $250 billion contingent reserve for the potential cost of future efforts to 
stabilize the financial system. 6 

The resources provided to the banks and the government-sponsored enterprises under the 
Emergency Economic Stabilization Act have provided needed support to the financial 
system. Without that support, banks probably would have reduced credit by much greater 
amounts and our economy would be even weaker.. The Chairman of the Federal Reserve 
testified, “Whether further funds will be needed depends on the results of the current 
supervisory assessment of banks, the evolution of the economy, and other factors.” 7 

Economists generally believe that further actions are needed to restore the health of the 
financial sector. Further, an effective strategy would encourage the participation of 
private capital. Having a role for private capital is important both because the government 
cannot provide enough money itself and because private market signals regarding the 
long-term viability of specific institutions can be valuable. Many analysts believe that 
policy uncertainty and the lack of transparency about the banks’ financial positions are 
deterring private investors from contributing new capital. If financial institutions are 
undercapitalized, then it will be much harder to sustain an economic recovery. 


b. Do you have any estimates on how undercapitalized the U.S. banking system is 
today? If we were to continue injecting U.S. banks with capital to sustain their 
operations, do you have any ballpark estimates on how much funding would be 
required to get the banks through the bad assets they currently hold? 

The Congressional Budget Office does not estimate how much capital banks may need to 
raise nor have we seen any official government estimates of underfunding. Treasury’s 
stress test may provide better indicators. 


5 Kevin Horowitz, Steve Foundos, and Craig Singer, “U.S. Banks: Assessing Risk/Reward under Various 
Stress Test Scenarios,” (Citi research, March 2, 2009). Also see, Douglas J Elliott, '‘Bank Nationalization 
What is it ? Should we do it?" (Washington, D.C.: The Brookings Institution, February 25, 2009), available 
at www.brookings edu/papeis/2009/0225 bank nationalization eiliott.asp x 

6 Because the cost is measured on a “risk-adjusted” basis that takes into account future returns to taxpayers, 
the likely cash injections of capita! would be considerably larger. 

7 Statement of Ben S. Bemanke, Chairman Board of Governors of the Federal Reserve System, before the 
Senate Committee on the Budget, March 3, 2009. 
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Private estimates show that banks, insurers, and government-sponsored enterprises have 
raised less capital than their losses reported to date. Bloomberg estimates that U.S. 
financial institutions have reported over $800 billion of write downs and losses since the 
start of the financial crisis while raising more than $550 billion of capital. 8 However, over 
$300 billion of that capital was provided by the federal government. Accounting 
standards give firms some flexibility on the timing of reporting losses, so that those 
estimates likely understate the losses that are embedded in their book of business. The 
fact that many financial institutions have market capitalizations below their book values 
supports that view. 

Looking at private estimates of total credit losses, two estimates have attracted much 
attention. Goldman Sachs estimated that total U.S. credit losses will reach about $2.1 
trillion of which about $1 trillion has been recognized. The loss estimate includes $1.1 
trillion in lifetime credit losses on the $1 1 .3 trillion in outstanding U.S. residential 
mortgages. The remaining losses come from commercial real estate, credit cards, auto 
loans, and commercial and industrial loans and corporate bonds. Goldman Sachs 
estimates that approximately half of the total will be borne by U.S. banks and brokers. 9 
(The firm estimates that U.S. banks have privately raised nearly $200 billion of capital.) 
Professor Nouriel Roubini at NYU estimates that total losses from the financial crisis will 
reach $3.5 trillion of which U.S. banks and brokers will bear about half. 10 Other 
estimates may be lower than those of Goldman Sachs, while Roubini ’s estimates are at 
the upper end of the likely range. 


c. Do you agree with those economists who believe non-performing or toxic assets 
that our banks hold must be addressed as part of any strategy moving forward to 
strengthen our financial institutions and markets? 

Toxic assets are not just nonperforming assets, but also assets whose value cannot be 
easily determined. Uncertainty about the values of whole classes of assets has frozen the 
markets for those assets and made investors highly uncertain about banks’ future losses 
from them. 

The reason to deal with toxic assets is to enable markets and lending institutions to 
function normally. Normal functioning of banks requires that they be able to raise capital 
and borrow in financial markets, so that they can make loans to consumers and 
nonfinancia! businesses. In order to do that, banks need to be able to convince investors 


8 Those estimates also include losses and capita) raised by Canadian financial institutions. 

0 Richard Ramsden, et a! , "As Mortgage Loss Estimates Continue to Rise, Further Policy Response Likely 
to Follow” (Goldman Sachs research, January 13, 2009). Also see, Jan Hatztus and Michael A 
Marschoun, '‘Home Prices and Credit Losses. Projections and Policy Options,” (Goldman Sachs, Global 
Economics Paper No. 177, January 13. 2009). 

10 Nouriel Roubini and Elisa Parisi-Capone, "Total $3.6 Trillion Projected Loans and Securities Losses, 

$! .8 Trillion of which al U.S. Banks/Brokers: 1 he Specter of Technical Insolvency,” (RGE Analyst 's 
Econo Monitor , January 2 1 , 2009) 
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of Iheir creditworthiness, which is hard to do when balance sheets contain a significant 
proportion of toxic assets. 

Asset purchases could help determine market values for the assets and thaw their 
markets, while capital injections further strengthen firms. With more certainty about 
banks’ financial conditions, private investors will be more confident about giving banks 
more capital. Additional private investment is a key requirement for allowing the 
government to remove its support of financial markets. 

The government already has significant exposure to those toxic assets in the balance 
sheets of banks and to bad assets formerly held by Bear Stearns and AIG that have been 
guaranteed by the Federal Reserve (the Maiden Lane transactions). Most bank deposits 
are explicitly guaranteed, as is some newly issued senior bank debt, and some analysts 
believe that an implicit guarantee now extends to most bank debt. 1 1 In addition, the 
government holds preferred stock in most of the banks and, in many cases, warrants on 
the common stock. 

Several options are available to address the toxic assets. One option is to create distinct 
institutions, separating an existing (solvent but troubled) institution into a “good bank” 
and a “bad bank” and isolating the toxic assets in the bad bank. This would allow the 
good bank to easily raise private capital and to borrow and lend. This option, however, 
still raises the question of how to capitalize the bad bank and how to set prices for the bad 
assets.. In principle, the shareholders and the creditors of the original bank could absorb 
the losses from the bad bank. The bad bank could then dispose of the assets in an orderly 
fashion rather than risk fire sales. Some form of government support might be needed if 
there is uncertainty about the financial condition of the bank. 

That option would however risk pushing down the prices of toxic assets even further, 
possibly touching off problems in other institutions at a rate faster than they could be 
restructured. 

Other approaches would more directly require government financial support. In one, the 
government would provide some type of guarantee on the toxic assets, which would shift 
the risk of losses to taxpayers (at least to the extent that taxpayers do not already bear that 
risk). Once the toxic assets had a government guarantee, their liquidity would improve 
and more their balance sheets would be more transparent. How to price the guarantees to 
provide some protection for taxpayers would be a critical challenge. 

A third option would be for the government, perhaps acting in partnership with private 
investors, to buy the bad assets, either through reverse auctions or some other process. 

As we testified, the first problem to be encountered is how much to pay for those assets. 
This option would help banks primarily to the extent that the government overpaid for the 
assets. While the transactions might aid in the price discovery process, many analysts 
believe that such prices would be lower than the current values reported on the banks' 


11 Narayana R. Kocheriakota, “Assessing Resolutions of the Banking Crisis” (University of Minnesota, 
Working Paper, February 2 1, 2009), available ai www econ u mn.edu/-nkocher/ 2 ovtuuar pdf 
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books. Thus the process could also reveal which institutions are insolvent, which would 
useful information to policymakers. 


(2) “The Coming Wave of Alt-A Resets and Foreclosures” 
a. Are you familiar with this looming crisis? 

Yes. Resets refer to a scheduled change in the interest rate on adjustable-rate mortgage 
loans, and could precipitate defaults among both Alt-A and subprime borrowers. Some 
of the people who borrowed using such loans may have anticipated that they could avoid 
the reset by refinancing before the reset occurred: as the subprime and alt- A market has 
dried up that option has disappeared. 

The number of subprime loans scheduled to reset for the first time peaked in 2008 at 1.3 
million, according to the Federal Reserve. 12 In 2009, about 600,000 subprime mortgages 
are scheduled to reset for the first time, with another 100,000 scheduled for 2010 
Subprime loans that were made in recent years typically begin to reset after two or three 
years (2/28 and 3/27 loans). By contrast, loans with very low “’teaser” rates often reset 
after a year, while market-rate loans can reset after five years or more (although some 
reset after 3 years). 

The recent fall in interest rates has reduced, but not eliminated, the risks associated with 
resets on adjustable-rate mortgages. Interest rates on adjustable-rate loans are frequently 
tied to the London Interbank Offered Rate (LIBOR), a Treasury rate, or the 1 l Ih District’s 
cost of funds. Those rates have fallen: the 1-year LIBOR, for example, has fallen by 
more than 3 percentage points since the end of 2007. On a $200,000 mortgage, that 
decline would save the borrower about $6,000 a year. Nevertheless, some loans with very 
low teaser rates could still experience higher payments even with the decline in interest 
rates. 


b. Is there anything other than principal reduction that can be done to address this 
potential wave of foreclosures? 

Foreclosures are driven primarily by two forces: declining home prices and adverse life 
events that reduce borrowers’ ability to repay. Most homeowners who have negative 
equity do not default or enter foreclosure. At least in the past, a trigger event— such as 
the loss of a job, illness, or divorce — has prompted defaults. Consequently, the recent 
economic stimulus passed by Congress should help reduce foreclosures by reducing job 
loss. Nevertheless, many subprime and Alt-A loans in recent years were premised on the 
notion that continually rising house prices would allow borrowers to refinance at lower 
rates as a result of greater home equity. The drop in house prices has left many of those 
borrowers with “negative” equity, meaning that the total mortgage balance exceeds the 


L> Shane M. Sherlund, The Past. Present . and Future oj Subprime Mortgages (Federal Reserve Board, 
Finance and Economics Discussion Series 2008-63, November 2008 
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home value, and hence no equity with which to refinance. Many of those borrowers 
cannot sell their homes in the current recession and have mortgages they cannot afford. 

Actions that improve borrowers’ access to and cost of mortgage credit will also help 
reduce foreclosures. The Federal Reserve has recently taken a number of steps to bring 
down interest rates and improve the flow of credit. For example, the Federal Reserve has 
started buying long-dated Treasury securities to lower the long-term rates to which 
mortgage rates are tied. In addition, the Term Asset-Backed Lending Facility will be 
purchasing private-label mortgage-backed securities, which should encourage lenders to 
extend more housing loans. Both of those actions should provide additional support the 
housing market. 

Removing impediments to loan modifications will also reduce foreclosures, which 
impose heavily costs on both borrowers and lenders. Borrowers in foreclosure generally 
have to move and are left with impaired credit. Lenders face large foreclosure costs from 
legal fees, maintenance expenses, drops in property values and lost interest payments, 
and selling expenses. However, there are many obstacles to voluntary loan modifications 
(see next question), which is why federal intervention may spur more modifications. In 
particular, establishing a standardized loan modification plan may help, as described 
above in response to Senator Feingold’s question. 

Private lenders and servicers have been extremely reluctant to reduce the principal on 
distressed loans, but they have been more willing to lower interest rates and extend 
maturities. Modifications are likely to increase under the Administration’s proposal for a 
standardized loan modification process, which would be used by all government 
agencies, Fannie Mae and Freddie Mac, and the banks which receive TARP assistance. 
That proposal would encourage lenders to reduce the monthly payment (including 
property taxes and insurance) to a 38 percent debt to income ratio, which would then be 
matched dollar for dollar by the government down to 31 percent of disposable income. 
While the plan is aimed at interest rate reductions, principal reductions would also 
qualify. The proposal would also provide compensation to the servicers of $1,000 for 
each loan modified plus bonus payments for loans that do not redefault. Absent such 
payments, servicers have little financial incentive to modify loans because they would not 
otherwise be compensated for their costs. 

In addition, the plan would allow borrowers with conforming mortgages backed by 
Fannie Mae and Freddie Mac to refinance without meeting the 20 percent equity 
normally required. Because the existing loans are already effectively guaranteed by the 
government, waiving the downpayment requirement for refinancing should not 
significantly increase the government’s exposure. This change in practice is important 
given the large number of recent mortgages that are likely underwater. (By one estimate 
more than 8 million homeowners were upside down on their mortgages at the end of 
2008; that is, they owed more than the current value of the property. Should home prices 
fall another 5 percent. First American CoreLogic estimates that another 2 million homes 
will have negative equity.) 
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The Administration also proposes legislation to allow bankruptcy judges in Chapter 13 
filings to “cram down” unpaid principal balances as a response to preventable 
foreclosures. Bankruptcy judges would be allowed to modify mortgage loans that are 
underwater by writing down the principal potentially to the current market price, by 
lowering interest rates, or by changing other terms of the mortgage. (The practical effect 
of a bankruptcy filing would also be to nearly wipe out any debt attributable to second 
mortgages.) To the extent that bankruptcy would provide additional benefits to 
borrowers, they can also expect to pay more for mortgages in the future. The threat of a 
bankruptcy filing might also change lenders’ incentives and make them more willing to 
modify loans outside the courtroom. Critics fear that handing potentially millions of 
mortgages over to the judicial system for remedies will increase legal uncertainty and 
lead to high legal fees. 


(3) “Obstacles to Mortgage Workout Programs” 

What are the major obstacles that are limiting the effectiveness of these programs? 
Are there changes that could be made to the existing programs to enhance 
participation? 

The major obstacles to voluntary loan modifications include the incentives facing 
servicers, investors in the lower ranked MBS tranches, the presence of second mortgages, 
and moral hazard. Under current pooling and service agreements which control the 
administration of the MBSs, servicers generally do not receive adequate additional 
compensation for loan modifications. Moreover, the agreements are often vague about 
when modifications are in the interest of investors. Consequently, servicers fear that even 
if the modifications provide net benefits to investors as a group, the holders of the lowest 
ranked tranches, which would likely absorb most of the losses, might sue them. In 
addition, the holders of second mortgages generally must agree to accept subordination to 
the mortgages that are being refinanced and or significantly modified, and they may have 
incentives to hold up the agreements in order to extract additional some upfront 
payments. (For example, Fannie Mae and Freddie Mac often pay the holders of the 
second mortgages amounts ranging from $1,000 to $2,000 or more to agree to re- 
subordinate.) 13 Another concern is that modifying some loans might adversely change the 
behavior of borrowers who are currently making payments, The danger is that some 
borrowers might act strategically and stop making payments in order to qualify for a loan 
modification. 

To overcome obstacles to loan modifications, most proposals involve some subsidies to 
servicers and some type of loss sharing agreements with investors. In part, those 
proposals respond to the lack of success to date of FHA’s Hope for Homeowners 
program. Hope for Homeowners is a mortgage-refinancing program, which has so far 
failed to attract much volume in large part because private lenders are required to write 
down the value of the loan to between 90 and 97 percent of the home’s current appraised 


17 Larry Cordell, el al , The Incentives of Mortgage Servicers Myths and Realities. " (Federal Reserve 
Board, Finance and Economics Discussion Series No 2008-46, September 8, 2006), pp 25-28 
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value. In many cases, meeting that requirement would result in the lenders recognizing on 
their balance sheets a substantial loss. Those losses evidentially outweighed the benefits 
of the federal guarantees on the new principal balance. The Administration’s new Home 
Affordable Modification program for loan modifications would have the government 
share in the cost of the write-down and compensate loan servicers. Similar incentive 
payments will be made for Hope for Homeowners refinances, but legislative reforms may 
be necessary to allow that program to succeed. For example, the Administration proposes 
that borrowers pay lower fees and that lenders have more flexibility to refinance troubled 
loans. 

Another program. FHASecure, was intended to help homeowners who have adjustable- 
rate mortgages that were not originated by FHA-approved lenders. The program was 
designed to allow borrowers to refinance their loans and move into an FHA-insured 
mortgage if they meet certain eligibility criteria. The program proved to be of marginal 
assistance and expired at the end of 2008 after helping only about 4,000 distressed 
homeowners. One problem was that the program did not address mortgages with negative 
equity. 


(4) “Deteriorating Credit Scores Add to Difficulty Accessing Credit” 

a. What are the key factors affecting our credit markets today? What can 
borrowers do to enhance their ability to access credit in this difficult environment? 

Markets remain concerned about the value of bank assets. That concern is measured by 
the still wide interest-rate differential between the rate banks charge to borrow from each 
other and the rate the Federal Reserve targets for monetary policy. With the economy in a 
recession and housing prices falling, further impairment of bank assets remains a strong 
possibility. 

Moreover, the securitization channel is severely impaired. Before the financial crisis, 
market participants readily purchased securities created from mortgage loans, auto loans, 
unpaid credit card balances, home equity loans, student loans and other lending. Now, for 
the most part, banks must now hold those loans on their balance sheets, meaning that they 
need to hold some capital to cover the risks of defaults on those loans. That may explain 
why bank lending continues to grow, although the rate of growth has slowed. The Federal 
Reserve is addressing the securitization problem through its new Term Asset-Backed 
Securities Loan Facility (TALF). Under the TALF, the Federal Reserve will lend funds 
to private purchasers of top-rate securities backed by such loans; the total amount to be 
provided through the TALF may be as much as $1 trillion. 

Consumers, like the financial sector, are trying to reduce their debt, a process known as 
deleveraging. Lower debt burdens will contribute to higher credit ratings, which will 
enhance consumers" ability to access credit in the future when the current recession has 
ended. Moreover, consumers can improve their credit ratings by becoming and remaining 
current on their debt payments, lowering the amount they are borrowing relative to their 
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available credit, and reviewing their credit reports for errors that may have lowered their 
rating. 


b. If we were to take all of the toxic assets off of the balance sheets of our banks, 
would one expect a dramatic improvement in credit markets? 

The removal of toxic assets from bank balance sheets would contribute to some 
improvement in credit markets. The extent of the improvement under such a scenario is 
difficult to forecast, however. If market participants were convinced about the better 
health of banks, this would show up as a narrower spread between the rates they charge 
each other for funds versus the rate the Federal Reserve targets for monetary policy. 
Federal Reserve Chairman Bernanke has discussed this interest rate spread as being a key 
indicator measuring the improvement in credit markets. 


(5) “Federal Reserve Balance Sheet” 

The Federal Reserve balance sheet has grown. Is there a limit to this expansion? 
Does there come a point where the Fed becomes overextended? 

From a financing standpoint, there are few limits to the expansion of the Federal Reserve 
balance sheet. When the Federal Reserve wanted to expand its balance sheet in 
September 2008, it asked the Treasury to borrow funds from the public and deposit them 
with the Fed. After the passage of Emergency Economic Stabilization Act (EESA), the 
need for the Treasury to be an intermediary was no longer necessary, because the EESA 
permitted the Fed to pay interest on bank reserves held by the Fed. That lead to a 
substantial increase in reserves, which provided the Fed with a funding source for 
expanding the balance sheet. By adjusting the interest rate it pays on those reserves, the 
Fed has a greater amount of flexibility to adjust the size of its balance sheet. Currently, 
the interest rate that the Fed pays on reserves is 0.25 percent, at the upper end of the 
Fed’s target range of 0 percent to 0.25 percent. 

However, the Fed may face a constraint if it reaches a point at which it cannot attract 
enough reserves at current levels of interest rates. Such a situation could occur if 
increased debt issuance by the Treasury causes short-term Treasury rates to rise above the 
federal funds rate. Since market participants deem Treasury bills to be a near perfect 
substitute for placing funds with the Fed, this scenario would create difficulties for the 
Fed. If this situation were to occur, the Fed could raise its target for the federal funds rate 
in line with Treasury bills in order to attract the needed amount of excess reserves. 
Alternatively, if the Fed did not want to raise the federal funds rate, it could obtain funds 
directly from the Treasury to fund its balance sheet or issue its own longer-term debt 
(which carries a higher interest rate than short-term debt). (New legislation would be 
required to allow the Fed to issue its own debt.) 
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Some analysts are concerned that a more important limit the Fed faces on its balance 
sheet may be the potential conflict between its goals of price stability and financial 
stability. If the Fed’s balance sheet were to remain at a substantially higher than its pre- 
crisis level for an extended time, particularly as the economy recovers, concerns among 
market participants over inflation risks could be an effective constraint on the balance 
sheet. 

When the time comes for the Fed to tighten monetary policy, it will have to reduce the 
size of the balance sheet. This is uncharted territory for the Fed (and central banking in 
general), which raises the risks of making a policy mistake - either by reducing the size 
too slowly or too rapidly. Those risks may be quite large currently given the unusually 
large size of the balance sheet, and may contribute to volatility in financial markets until 
markets understand the Fed’s success in reducing the balance sheet. 


(6) “Consequences of Rising Federal Debt” 

Can you speak to the broad economic consequences we face if there isn’t a 
commitment by the federal government to reduce our debt moving forward? How 
might the competiveness of U.S. businesses and the lives of average American 
families be impacted? 

Under current recessionary conditions, debt-financed increases in government spending, 
or decreases in taxes, can help boost the economy by raising aggregate demand. 

However, in the long run increases in government debt may reduce economic output by 
crowding out investment in productive capital. In addition, higher levels of debt imply 
higher interest payments that must be financed in future budgets. 

In the long run, the potential output of the economy is determined by the stock of 
productive capital, the supply of labor, and productivity. Increases in government debt 
tend to reduce the stock of productive capital because people who purchase the debt end 
up holding more of their savings as government bonds rather than in a form that can be 
used to finance private investment. In economic parlance, the debt will “crowd out” 
private investment. To the extent that private saving or capital inflows rise in response to 
the increase in debt, the negative effect on investment is reduced. However, while capital 
inflows help to maintain investment, they do not necessarily improve living standards in 
the long run because they obligate the nation to pay a greater net amount of interest and 
profits to foreigners. 

The effect of government debt on output may also be offset by other factors. Debt may be 
issued to finance productive government investments, such as well-planned highway 
projects, which can add to the economy’s potential output in much the same way the 
private capita! investment does. Other government expenditures, such as grants to 
increase access to college education, could raise long-term productivity by enhancing 
people's skills. And tax policies such as reductions in marginal rates on labor or capital 
income can increase incentives to work and save. 
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Debt issued to acquire financial assets may also have limited economic effects. For 
example, under the Troubled Assets Relief Program (TARP) the Secretary of the 
Treasury was authorized to purchase up to $700 billion of a wide variety of financial 
instruments, with the purchases financed by issuance of additional debt. However, the 
government would be able to recoup some portion of that amount by eventually selling 
the assets. CBO concluded that the net cost of the program - and therefore the long-run 
effect on federal debt - was likely to be substantially less than $700 billion, but more 
likely than not to be greater than zero. 

CBO has evaluated the economic effects of the increased debt generated by the American 
Recovery and Reinvestment Act (ARRA), including the offsetting effects described 
above. CBO concluded that ARRA, which is estimated to increase budget deficits by a 
total of $787 billion over the 2009-2019 period (not including interest costs or budgetary 
reflows from its economic effects) would reduce the level of output by between zero and 
0.2 percent by 2019. 

In addition to those direct effects on output, increased debt implies higher government 
interest payments that must be offset by other policy changes at some point. Sooner or 
later, taxes must be higher or government spending lower than it would have been 
otherwise in order to finance the increased interest. To the extent that such financing was 
accomplished through distortionary taxes there could be additional negative effects on 
output in the long run. 
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THE GLOBAL ECONOMY: OUTLOOK, RISKS, 
AND IMPLICATIONS FOR POLICY 

THURSDAY, JANUARY 29, 2009 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:02 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Nelson, Stabenow, Sanders, 

Whitehouse, Warner, Merkley, Gregg, Graham, and Alexander. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Denzel McGuire, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. I want to 
welcome everyone to the Budget Committee this morning. Today’s 
hearing is titled “The Global Economy: Outlook, Risks, and Impli- 
cations for Policy.” 

We have a very distinguished group of witnesses this morning. 
They are Dr. Simon Johnson, who was formerly the Chief Econo- 
mist at the International Monetary Fund and is now a Professor 
of Entrepreneurship at MIT Sloan School of Management, and a 
Senior Fellow at the Peterson Institute for International Econom- 
ics. Dr. Johnson testified before our Committee in November, and 
we are very pleased that he is back with us again today. Dr. Brad 
Setser, a Fellow for Geoeconomics at the Council on Foreign Rela- 
tions. And Tim Adams, who was formerly the Under Secretary for 
International Affairs at the Treasury Department and now is a 
Managing Director of the Lindsey Group. Welcome to you all. I am 
delighted to have you before the Committee this morning. 

Let me begin by providing a brief overview of the problem that 
we now confront. The first thing I was handed as I walked in this 
morning was this article — today’s Financial Times — entitled “Eco- 
nomic pain to be ‘worst for 60 years,’” a warning that 50 million 
people could lose their jobs globally. That is a pretty sobering story. 

I think all of us know we are in the worst economic downturn 
our country has seen since the Great Depression. We have lost 
nearly 2 million jobs in the last 4 months. 
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The housing crisis that has been central to the downturn is con- 
tinuing. One in every five mortgages is underwater. Some even as- 
sert one in every four homes is underwater, meaning the home is 
worth less than the remaining balance on the mortgage. And one 
out of every ten mortgages is either in default or delinquent. 





340 


Housing Crisis Continues 

• One out of five mortgages is 
“underwater” - with home worth 
less than remaining balance 

• One out of ten mortgages is 
delinquent or in foreclosure 


And the financial market crisis that resulted from the housing 
crisis is also continuing. Credit remains very much locked up, al- 
though it has improved in some ways from what we saw in Novem- 
ber. This chart shows that about half of U.S. banks indicated they 
became less willing to make consumer installment loans in the 
final months of last year. 





341 



We also saw in the press this morning a review of commercial 
real estate, tens of billions of dollars just in this area that is going 
to come due over the next 5 years because it was financed initially 
at a time of record refinancings and initial financings that were 
done through mortgage securitizations. And the question is: How 
are those properties going to get extended in terms of their financ- 
ing? 

As the title of this hearing suggests, this is also a global eco- 
nomic crisis. It is not limited to our shores. In just the last 3 
months, the IMF’s forecast for world GDP growth has fallen from 
2.2 percent to a half of 1 percent, and I believe that is overly opti- 
mistic. 
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That represents the lowest level of worldwide economic growth 
since World War II. The downturn has been spreading from coun- 
try to country and is getting worse. 

Here was the headline in the Washington Post last weekend: 
“Downturn accelerates as it circles the globe. Economies worse off 
than predicted just weeks ago.” 
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Downturn 
Accelerates 
As It Circles 
The Globe 

Economies Worse Off Than 
Predicted Just Weeks Ago 

By Anthony Faiola 
Washington Post Staff Wntcr 


The world economy is deteriorating more 
quickly than leading economists predicted only 
weeks ago, with Britain yesterday becoming the 
latest nation to surprise analysts with the depth 
of its economic pain. 

Britain posted its worst quarterly contraction 
since 1980 on the heels of sharper than expec- 
ted slowdowns reported from Germany to Chi- 
na to South Korea. The grim data, analysts said, 
underscores bow the buret of the biggest credit 
bubble in history is seeping into the real econo- 
mies around the world, silencing construction 
cranes, bankrupting businesses and throwing 
millions of people out of work. 

la just the past few days, we’ve had a big 
downward revision, we’re seeing that an even 
bigger deceleration is on the way than we 
thought,” said Simon Johnson, former chief 
economist at the International Monetary Fund 
and a senior fellow at the Peterson Institute for 
International Economics, 

The depth of the troubles, analysts say, in- 
dicates that nations may need to spend more 
than the billions of dollars already planned on 
stimulus packages to jump-start their econo- 
mies, and that a global recovery could take lon- 
ger, perhaps pushing into 2010. 

Analysts are particularly concerned about the 
slowdown in China and the recession in Europe. 
There is mounting concern about the stability 
of the euro and the British pound, which 
dropped to a 24-year low against the dollar yes- 
terday. Analysts are fretting about the possibil- 
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The world’s biggest and traditionally most stable financial insti- 
tutions have been rocked by this crisis. This graphic in the Wash- 
ington Post yesterday depicted the dramatic decline in value of 
leading banks throughout the world. 
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The loss in global wealth represented by these numbers is simply 
stunning. I look forward to hearing from our witnesses today on 
the implications of this global meltdown and how it should impact 
our policy decisions here. 

I believe the key to our recovery will be our ability to address 
the housing and financial market crises as well as giving lift in the 
short term to our domestic economy. The recovery package now 
being considered I do not believe will be as effective as it needs to 
be if we do not address those underlying problems. And the great 
concern that I have, as I look at this package coming over from the 
house — and I couple it with what is available in the TARP fund — 
I am very concerned that we are insufficiently addressing the hous- 
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ing downturn and the continuing lockdown in our credit markets. 
So I believe we have all got to bend our best efforts to improving 
this package. 

I have no doubt, none at all, that a recovery package is nec- 
essary, and a large recovery package is necessary. At the same 
time, I believe it does need to meet the three tests of timely, tem- 
porary, and targeted. And I believe it is absolutely imperative that 
we make certain that these investments that are made provide the 
biggest bang for the buck possible. 

I think there are elements of the House package that just do not 
meet that test. And I am also most concerned that we are going 
to find 4 months from now the administration coming back to us 
and asking for hundreds of billions of dollars more to deal with the 
financial institutions of the country. 

So that is a focus I want to put on this hearing today and ask 
these distinguished witnesses to address as we get to the ques- 
tioning period. 

With that, I would turn to Senator Gregg. 

OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman. Thank you once 
again for your excellent outline of the issue, and I, as you know, 
agree 100 percent with your assessment that the present stimulus 
package is not on target. The problem is real estate. We need to 
fix the problem now, and we need to put value into the real estate 
markets, which will give homeowners confidence that their asset is 
worth what they paid for it, or a reasonable amount, and that they 
can afford the mortgages which they are paying on it, and, equally 
important, that the lenders’ value of these assets is able to be sta- 
bilized so that they can assess where they stand relative to their 
capital situations, which is one of the big problems. 

So the problem is real estate. This is the nail we should be hit- 
ting, and yet we appear to be taking the hammer and moving over 
and trying to hit some other nails, which are significant but are not 
necessarily that relevant to the immediate problem. 

So I would hope we could rewrite the stimulus package, and I 
would hope we could do it in a positive and bipartisan way by mov- 
ing some of the funds that are going to go into the long-term base- 
line for the purposes of programmatic activity that should be un- 
dertaken in the usual appropriation process, and moving those dol- 
lars now over and onto the issue of addressing the real estate 
issue. And then if they are in the appropriations process, if those 
committees wish to — within your budget, of course, limitations — ad- 
dress those priorities, they will be able to. 

On the international front, I would be interested to hear from the 
panel today, because my sense is that this is — we are not going to 
get out of this slowdown through international efforts, that basi- 
cally the ability to turn this around is going to require that Amer- 
ica basically proceed in a coherent and thoughtful way, hopefully 
in conjunction with our trading partners. But as a very practical 
matter, we are the most cogent entity and we are the biggest econ- 
omy, and, therefore, we have the responsibility to move forward. 

But I am going to be interested to hear what our excellent panel 
has to say on the issue of where these other economies are going. 
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What is happening in Japan, what is happening in China, and, ob- 
viously, what is happening in the European Community is very im- 
portant to us. And so I thank you for convening this excellent panel 
of talented individuals, and I look forward to hearing their com- 
ments. 

Thank you. 

Chairman Conrad. Thank you, Senator Gregg, and we will begin 
with Dr. Johnson. Again, welcome back. We are delighted you are 
here. Please proceed. 

STATEMENT OF SIMON JOHNSON, PH.D., RONALD KURTZ PRO- 
FESSOR OF ENTREPRENEURSHIP, MIT SLOAN SCHOOL OF 

MANAGEMENT, AND SENIOR FELLOW, PETERSON INSTITUTE 

FOR INTERNATIONAL ECONOMICS 

Mr. Johnson. Thank you very much, Senator Conrad. 

Let me start by making three brief remarks about the global eco- 
nomic situation and then go on to talk about policy implications for 
the United States. I think both you and Senator Gregg nicely out- 
lined some of the very pressing dilemmas before us. 

But to begin with the global situation, let me say something 
about what is happening in Europe, particularly in the euro zone, 
something about emerging markets, and something about what 
seems to be happening to global savings or attempted savings 
around the world. 

The first point I would like to make about the euro zone and Eu- 
rope is that while we are quite justifiably focused on the financial 
dimensions of the crisis in the United States — and we are very wor- 
ried about real estate and about banking, obviously — these issues 
exist in Europe, but it has become a much deeper problem for 
many sovereigns there, for many countries, because it has become 
a fiscal issue. And this is for several reasons that we can talk about 
further later in the session if you are interested. 

The basic point is that these European countries started out with 
a lot more debt to GDP than did the United States. Let me just 
take Greece as an example — not to pick on Greece. There are other 
countries in a similar category. But Greece had a debt to GDP at 
the beginning of this crisis around 90 percent. Now, Greece is going 
to have to undertake some financial bailout. It is going to suffer a 
loss of revenue through the recession, and it is pushing its debt 
level into an area where the financial markets regard the possi- 
bility of default or missing payments by Greece to be a significant 
probability. And that affects not only Greece; it affects other rel- 
atively weak euro zone sovereigns. Portugal, Ireland, Italy, Greece, 
and Spain are all considered to be more or less in the same boat. 

Now, there are related problems in East-Central Europe that we 
can expand on. I think most of the countries there are going to re- 
quire some form of IMF assistance before we are done with this sit- 
uation. I think the programs and the program structure that has 
been adopted for East-Central Europe is not ideal and may cause 
further problems down the road. 

Of course, the financial entities with the greatest exposure to 
East-Central Europe are West European banks. Austria has a very 
large banking presence in Eastern Europe; so does Sweden and so 
does Greece. 
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The problems in Europe are not confined to the euro zone. Simi- 
lar problems apply also in the United Kingdom where we are ex- 
pecting a very rapid deceleration in growth. There is a large finan- 
cial sector relative to GDP, and the ability of the government to 
manage its way through this process without nationalizing the 
banks and without taking on a great deal of responsibility, which 
they cannot afford that possibility, remains very much on the 
minds of the financial markets. It is one reason why the pound con- 
tinues to weaken and U.K. interest rates continue to rise. 

So that is the problem in Europe and the euro zone. It is a fiscal 
problem. The financial crisis has become a fiscal issue in Europe. 
If you like to think of it in these terms, you could say that is what 
we must avoid at all costs in the United States. We have to main- 
tain fiscal integrity so that people do not worry about the AAA 
credit rating in the U.S., as they are beginning to worry, for exam- 
ple, in the United Kingdom. 

I think these euro zone problems are — we talked about them a 
little bit in November when I appeared before this Committee, but 
they perhaps were not completely evident. I think now there is 
more agreement that these problems are developing fast and 2009 
is going to be a very difficult year for Europe. And this is reflected 
to some degree in the marking down of the official growth fore- 
casts, for example, from the IMF yesterday. I still think those fore- 
casts are rather on the high side, personally. 

The second set of global issues around emerging markets, here 
I think there is still a lack of realization of the severity of the prob- 
lems. It is very difficult for any emerging market government to 
roll over its debt right now. They are all suffering a severe, rapid 
drop in their exports. The figures, the projections for international 
trade, which have been provided by the World Bank a little while 
ago and by the IMF yesterday, I think are definitely on the opti- 
mistic side. We are seeing a fall in both the exports of manufactur- 
ers and in the exports and prices for commodities. And this is going 
to affect, again, most emerging markets partly through their finan- 
cial systems but, again, through their fiscal systems. 

And my third point is that this adds up to a global pattern with 
regard to spending and savings around the world. I think that 
while there have been — and this speaks to a point in the question 
raised by Senator Gregg a moment ago. There have been calls for 
a global fiscal stimulus and for other countries to join the United 
States in trying to sustain the global economy through a large dis- 
cretionary fiscal package of 2 percent of GDP, is actually the call 
from the IMF. 

I think that is really — whether or not it is a good idea, it is not 
going to happen. I think the fiscal position of almost all countries 
in the world is sufficiently difficult that they will not be able to 
come through with that kind of fiscal expansion. In fact, I think 
many of the countries, including the ones I just mentioned, will be 
looking at some form of fiscal austerity in order to reassure the fi- 
nancial markets that their government debt is going to be fine and 
that they should not be worried about potential sovereign default. 

The one exception, of course, is China. China does have room, 
longstanding room for fiscal stimulus, and I think they will do 
something substantially less than the headline numbers suggest, 
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probably on the order of 2 to 3 percent of GDP per annum for the 
next couple of years. That is a significant fiscal stimulus. It is help- 
ful for the Chinese economy. I do not think you will notice it at the 
global level. China is about 6 percent of the world economy at mar- 
ket exchange rates, so we are talking about 3 percent or 6 percent. 
That is the rounding error in the measurement of world GDP. 

So in terms of a global approach, it will not come, I think, 
through the fiscal side, and if anything, we are going to be hard 
pressed because most countries want to cut back and most people, 
including households and corporates in most countries, want to cut 
back. And most governments outside the United States also want 
to cut back. So what we are seeing is a big move toward attempted 
increased savings, which is distinctly reminiscent of what hap- 
pened in Japan during the 1990’s. 

In Japan, during that decade, most of the private sector tried to 
increase its savings. There was a big slowdown. The government, 
of course, tried repeated fiscal stimulus without, at least initially, 
addressing the problems of the banking system and without ad- 
dressing the problems in the real estate sector. And that was not 
very successful. 

The saving grace in Japan, of course, during the 1990’s was they 
could export, so their export sector remained quite strong. That is 
not an option for the world as a whole, obviously. And I think we 
are facing quite seriously the prospect of a lost decade at the global 
level. The private sector, I would say, sees the recession as some- 
thing of a U-shape, with the recovery occurring at some point in 
2010. The official sector, including the IMF and the World Bank, 
are still with more of a V-shape, so a fairly rapid recovery begin- 
ning in the second half of 2009. 

I would submit to you that it is much more likely to be an L- 
shape, so we go down a considerable distance, and then we really 
struggle to recover. There may be moments of incipient recovery. 
Japan had several in the 1990’s. But they never really took hold, 
at least until they cleaned up their financial system. And I think 
it is the combination, I would stress, of a fiscal stimulus and suffi- 
ciently dramatic and comprehensive action to really recapitalize the 
banking system and remove in some form — and we could discuss 
the various reasonable possibilities — remove in some form the toxic 
assets from the banks’ balance sheets, or at least remove them 
from the concern facing new investors in those banks. 

But I would also in closing like to pick up on Senator Gregg’s 
point. I do completely agree that while we are addressing — while 
we are providing fiscal stimulus and addressing the financial sys- 
tem, we must not lose sight of housing. And I think there are some 
very sensible ideas out there in terms of refinancing packages that 
would reduce the risk of mortgage foreclosure and also try and 
break this death spiral of foreclosure, forced sales, lower house 
prices, leading to more foreclosures. There is no question at all that 
unless and until we get our hands on that fundamental, we are 
going to face substantial downside risks. 

Thank you very much. 

[The prepared statement of Mr. Johnson follows:] 
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Testimony to the Senate Budget Committee hearing on The Globa} Economy: Outlook , Risks, 

and the Implications for Policy , January 29. 2009. (Embargoed until noon) 

Submitted by Simon Johnson, Ronald Kurtz Professor of Entrepreneurship, MIT Sloan School of 

Management: Senior Fellow, Peterson Institute for International Economics; and co-founder of 

http://Ba.sel ineSceiiario.com (a widely cited source for daily policy analysis on the global crisis.) 

Summary 

1 ) The world is heading into a severe slump, with declining output in the near term and no clear 
turnaround in sight. We forecast a contraction of minus 1 percent in the world economy in 
2009 (on a Q4-to-Q4 basis), making this by far the worst year for the global economy since 
the Great Depression, We further project no recovery on the horizon, so worldwide 2010 
will be “Hat” relative to 2009. 

2) Consumers in the US and the nonfinancial corporate sector everywhere are trying to "rebuild 
their balance sheets." which means they want to save more and spend less. 

3) Governments have only a limited ability to offset this increase in desired private sector 
savings through dissaving (i.e., increased budget deficits that result from fiscal stimulus). 
Even the most prudent governments in industrialized countries did not run sufficiently 
countercyclical fiscal policy during the boom and now face balance sheet constraints. 

4) Compounding these problems is a serious test for the Eurozone: financial market pressure on 
Greece, Ireland and Italy is mounting; Portugal and Spain are also likely to be affected. The 
global financial sector weakness has become a potential fiscal issue of the first order in these 
countries. This will lead to another round of bailouts in Europe, this time for weaker 
sovereigns in the Eurozone. As a result, fiscal policy will be even less countercyclical, i.e., 
governments will feel the need to attempt precautionary austerity, which amounts to a further 
increase in savings. 

5) At the same time, the situation in emerging markets is moving sharply towards near-crisis, 
particularly as global trade contracts and there are immediate effects on both corporates and 
the financial system. Currency collapse and debt default will be averted only by fiscal 
austerity. The current IMF strategy - most clearly evident in East-Central Europe - is to 
protect creditors fully with programs that do not allow for nominal exchange rate 
depreciation. This approach increases the degree of contraction and social costs faced by 
domestic residents, while also making economic recovery more difficult. These programs 
will likely prove more unpopular and less successful than were similar programs in Latin 
America in the 1980s and in Asia in the 1990s. As East-Central Europe slips into deeper 
recession, there are severe negative consequences for West European banks with a high 
exposure to the region (including Austria, Sweden and Greece). 

6) The global situation is analogous to the problem of Japan in the 1990s, in which corporates 
attempted to repair their balance sheets while consumers continued to save as before and 
fiscal stimulus repeatedly proved insufficient. The difference, of course, is that exports were 
able to grow and Japan could run a current account surplus; this does not work at a global 
level. Global growth prospects are therefore no better than for Japan in the 1990s. 

7) A rapid return to growth requires more expansionary monetary policy, and in all likelihood 
this needs to be led by the United States. But the Federal Reserve is still some distance from 
fully recognizing deflation and, by the time it takes that view and can implement appropriate 
actions, declining wages and prices will be built into expectations, thus making it much 
harder to stabilize the housing market and restart growth. The European Central Bank still 
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fails to recognize the seriousness of the economic situation. The Bank of England is 
embarked on a full-fledged anti-deflation policy, but economic prospects in the UK still 
remain dire. 

8) The push to re-regulate. which is the focus of the G20 intergovernmental process (with the 
next summit set for April 2). could lead to a potentially dangerous procyclical set of policies 
that can exacerbate the downturn and prolong the recovery. There is currently nothing on the 
G20 agenda that will help slow the global decline and start a recovery. The Obama 
Administration will have a hard time bringing its G20 partners to a more pro-recovery policy 
stance. 

9) The most likely outcome is not a V-shaped recovery (which is the current, official consensus) 
or a U-shaped recovery (which is closer to the private sector consensus), but rather an L, in 
which there is a steep fall and then a struggle to recover. A '‘lost decade” for the world 
economy is quite possible. There will be some episodes of incipient recovery, as there were 
in Japan during the 1990s, but this will prove very hard to sustain. 

Background 

The current official consensus view (e.g., as seen in the World Bank's Global Economic 
Prospects, the OECD's leading indicators , or the latest IMF World Economic Outlook ) is that we 
are having a serious downturn, with annualized growth for the fourth quarter in the US at around 
minus 5%. But the consensus is that a recovery will be underway by latc-2009 in the US and 
shortly thereafter in the Eurozone. This will help bring up growth in emerging markets and 
developing countries, so by 2010 global growth will be moving back towards its 2006-2007 
rates. 

Our baseline view is considerably more negative. While we agree that a rapid fall is underway 
and the speed of this is unusual, we do not yet see the mechanisms through which a turnaround 
occurs. In fact, in our baseline view, there is considerably more decline in global output already 
in the works and. once the situation stabilizes, it is hard to see how a recovery can easily be 
sustained. 

The consensus view focuses on disruptions to the supply of credit and recognizes official 
attempts to support this supply. In contrast, we emphasize that the crisis of confidence from 
mid-September has now had profound effects on the demand for credit and its counterpart, 
desired savings, everywhere in the world. 

To explain our position, we first briefly review the background to today's situation. (Readers 
who would like more detail on what happened in and since mid-September should refer to the 
November 10 edition of our baseline scenario.) We then review both the current situation and the 
likely prognosis for policy in major economies and for key categories of countries. While a great 
deal remains uncertain about economic outcomes, after the US presidential election much of the 
likely policy mix around the world has become clearer. We conclude by reviewing the prospects 
for sustained growth and linking the likely vulnerabilities to structural weaknesses in the global 
system, including both the role played by the financial sector almost everywhere and the way in 
which countries' financial sectors interact. In the end we come full circle - tomorrow's dangers 
can be linked directly hack to the underlying causes of today's crisis. 
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Understanding the Crisis 

The precipitating cause of today's global recession was a severe "credit crisis," but one that is 
frequently misunderstood in several ways. 

1 . While the US housing bubble played a role in the formation of the crisis and continued 
housing problems remain an issue, the boom was and the bust is much broader. This was a 
synchronized debt-financed global boom, facilitated by flows of capital around the world. 

2. In particular, while the US boom was at the epicenter of the crisis, regulated European 
financial institutions played a critical role in facilitating the boom and spreading the adverse 
consequences worldwide. And, like the US, some European governments ran relatively 
irresponsible fiscal policies during the boom, making them now unable to bail out their 
financial systems without creating concerns about sovereign solvency. 

3. The boom exacerbated financial system vulnerability everywhere. But the crisis in the 
current form was not inevitable. The severity of today's crisis is a direct result of the failure 
to bail out Lehman and the way in which AIG was "saved" - so that senior creditors took 
large losses and confidence in the credit system was shaken much more broadly. 

4. The initial problem, from mid-September 2008, was a fall in the supply of credit. But this 
does not mean that the current and likely pending official support for credit supply will turn 
the situation around. Now the crisis has affected the demand side ~ people and firms want to 
pay down their debts and increase their precautionary savings. 

5. There is no "right" level of debt, so we don't know where "deleveraging" (i.e., the fall in 
demand for and supply of credit) will end. Debt could stabilize where we. are now or it could 
be much lower. Leverage levels are very 7 hard for policy to affect directly, as they result from 
millions of decentralized decisions about how much people borrow. Anyone with high levels 
of debt in any market economy is now re-evaluating how much debt is reasonable for the 
medium-term. 

6. As a result, while attempts to clean up the US and European financial systems make sense - 
and are needed to support any eventual recovery - this will not immediately stop the process 
of financial contraction and economic decline. 

7. Fiscal stimulus, similarly, can soften the blow of the recession, but will not directly address 
the underlying problems. And many countries already face binding constraints on what their 
governments can do in this regard. 

8. A dramatic shi ft in the stance of monetary policy is required in almost all industrialized 
countries and emerging markets. Unfortunately, the need for this shift is not currently 
recognized by official orthodoxy and it is not yet clear when this will change. 

The Global Situation Today 

Western Europe 

Major Western European countries, beginning with the UK, have been severely affected by the 
global recession. The composite of forecasts tracked by Bloomberg predicts a contraction of 3% 
in GDP not only for the UK, whose housing bubble and degree of dependence on the financial 
sector were arguably greater than in the US, but even in Germany, whose exports are under 
severe pressure; their cars, machinery, and similar durables have a great reputation, but how 
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many of them do customers really need to buy this quarter? The Eurozone as a whole is expected 
to contract by over 2 %. 

In the UK, the prospect of further bank nationalization now looms. Tire UK is a AAA -rated 
sovereign with its housing market in a nose dive, overextended (and apparently mismanaged) 
major banks, and a government on its way to guaranteeing all financial liabilities and directing 
the flow of credit moving forward, 'file emerging strategy is based more on depreciating the 
pound - which is contributing to tensions with other European countries - and surprising people 
with inflation than on fully-funded bank recapitalization. Additional fiscal stimulus increasingly 
looks irrelevant and perhaps even destabilizing. The yield on 1 0-year government bonds is, of 
course rising - now over 3.5%. 

Pressures on individual governments are even greater in some parts of the Eurozone, where 
individual countries do not have control over monetary policy. Greece faces the most immediate 
problems, as demonstrated both by widening credit default swap spreads and increasing spreads 
of Greek bonds over German government bonds. The cost of servicing Greek government debt 
is thus rising at the same time as Greece has to roll over debt worth around 20 percent of GDP in 
the coming year. Greece has a debt-to-GDP ratio that is close to 100 percent, so there is real risk 
of default. Recognizing that, credit ratings are a lagging but not meaningless indicator, Greece's 
downgrade was not unexpected, but Spain's downgrade from AAA is a significant milestone. 
Further European downgrades are in the air. 

What do all these situations have in common? Markets are repricing the risk (or coming to their 
senses) on the dangers of lending to a wide range of governments. And this is not just about 
emerging markets (East-Central Europe) or industrialized countries that sustained a boom based 
on euro convergence (Portugal, Ireland, Italy. Greece and Spain are now' known collectively in 
the financial markets as the PUGS). The markets are potentially rethinking the risk of any 
government's obligations. 

The reaction that one hears from senior European officials and richer Eurozone countries is that 
Greece (and Spain and Italy and others) should deal with their fiscal problems themselves. There 
is very little sympathy. However, we expect that in the end Greece will receive a bailout from 
other Eurozone countries (and probably from the EU). This, however, does not come early 
enough to prevent problems from spreading to Ireland and other smaller countries (which then 
also need to implement fiscal austerity or to receive support). Italy is also likely to come under 
pressure, due to its high debt levels, and here there will be no way other than austerity, With or 
without a bailout, Greece and other weaker euro sovereigns will need to implement fiscal 
austerity. The net result is less fiscal stimulus than would otherwise be possible, and in fact there 
is a move to austerity among stronger euro sovereigns as a signal. Governments will therefore 
struggle to dissave enough to offset the increase in private sector savings. 

What are the implications for German debt? There is no question that Germany will do whatever 
it takes to maintain a reputation for fiscal prudence. Despite the severe downturn, the Gentian 
government recently struggled to pass a stimulus package of only 2.5% of GDP over two years, 
and the pressure now is to balance the budget. But problems in the Eurozone are putting 
pressure on the European Central Bank (ECB) to loosen its policies (and there are murmurs 
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already about easing repo-rules as credit ratings fall - basically, supporting euro sovereigns 
during their downward spiral), and this has implications for currency risk. Despite the pressure to 
relax monetary policy, the ECB will continue to be slow to respond. The ECB's decision-making 
process seeks consensus and some key members are still more worried about inflation down the 
road than donation today. The ECB’s benchmark rate is sti.il at 2%. Eventually the ECB will 
catch up. but not before there has been considerable further slowing in the Eurozone. 

The current consensus forecast is that the Eurozone will start to recover in inid-2009 and be well 
on its way to achieving potential growth rates again by early 2010. This seems quite implausible 
as a baseline view. 

Japan 

The yen has appreciated as carry trades have unwound, so people no longer borrow in yen to 
invest elsewhere. 'Phis, in addition to the global recession, has had a crippling effect on exports, 
which fell by 35% from December 2007 to December 2008. Corporates are likely to want to 
strengthen their balance sheets further and households with a!ready-high savings rates are 
unlikely to go on a spending spree. As a result of these factors, the Bank of Japan recently 
predicted that the country will suffer two years of economic contraction and deflation. 

The government’s balance sheet is weak, but it is funded domestically (in yen, willingly bought 
by households), so there is room for further fiscal expansion. However, this is unlikely to come 
quickly. 

The ability of the Japanese central bank to create inflation has proved limited. Once deflationary 
expectations are established, these are hard to break. In the inflation swap market, the average 
annual rate of inflation expected over five years is minus 2.4%, and an astonishing minus 1 .0% 
over 30 years. This difficulty in creating positive inflation expectations will make it harder for 
any fiscal stimulus to be successful in restarting the economy. 

China 

The current crisis has shown that China's economy is far from invulnerable. The 6.8% year-over- 
year growth rate in Q4 may have implied that the quarter-over-quarter growth rate was around 
zero, and forecasts for 2009 are in the 6-8% range - below the level commonly understood as the 
minimum to avoid growth in unemployment. 

The major increase in savings by China over the past 10 years was primarily due to high profits 
in the corporate sector. Chinese growth now seems likely to slow sharply, and this will likely 
reduce savings and the current account. China still does have long-standing scope for a fiscal 
stimulus. But the Chinese economy is only about 6% of world GDP and their effective additional 
stimulus per year is likely to be around 3% of GDP. 3% of 6% is essentially a rounding error in 
the world's economy, and will have little noticeable effect globally - although it might just keep 
oil prices higher than they would be otherwise. 
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India 

There are striking similarities between the current policy debate in India and in the Eurozone. In 
both places, there is little or no concern that inflation will rebound any time soon. At least for 
people based in Delhi., there is as a result confidence that aggressive monetary policy can cushion 
the blows coming from the global economy. As in the Eurozone, all eyes are on monetary policy 
because of fears that fiscal policy cannot do much more than it is already doing, given that 
government debt levels are already on the high side. 

The discordant note comes from the business community. They feel that Delhi does not fully 
understand that the real economy is already in bad shape. Sectors such as real estate and autos 
are hurting badly. Small businesses, in particular, are bearing the brunt of the blow. The 
banking picture seems more murky, but is surely not good. And of course the Satyam 
accounting sc a ndal could not come at a worse time. 

Overall, official growth forecasts need to be marked down for India, although the monsoon was 
good and the agricultural sector is not highly leveraged. India will likely cut interest rates further 
quite soon (and has space for additional cuts), but we should not expect much more from the 
fiscal side. 

East-Central Europe 

Pressure on other emerging markets continues to intensify. East-Central Europe (including 
Turkey), which spent the last several years borrowing heavily from Western European banks, has 
been especially hard hit by the contraction of credit as those banks turn to hoarding cash. The 
IMF is projecting contraction for both East-Central .Europe and Russia; in the latter case, this is a 
Corporates and governments have major debt rollover problems, and most of the region is a 
severe turnaround from estimated growth of 6.2% in 2008. 

The European Union's strategy for East-Central Europe is coming apart at the seams. Supporting 
exchange rates at overvalued levels does not make sense and actually adds to adjustment costs. 
Consequently, social tension is mounting in Latvia and elsewhere. The Latvian government is 
struggling to reduce nominal wages; this is an almost impossible task anywhere. The government 
in Iceland has fallen. Fresh waves of financial market pressure are likely to move throughout the 
region, probably triggered by the timing of externa! debt rollover needs. 

Worldwide, many emerging market countries will need to borrow from the IMF. Some countries 
will be willing to go early to the IMF, hut for most the fear of a potential stigma (and desire to do 
well in upcoming elections) will lead them to prefer fiscal austerity (and perhaps even 
contractionary monetary policy) without IMF involvement. The IMF will be more engaged in 
smaller emerging markets, such as in East-Central Europe. But it doesn’t have enough funding to 
make a difference for large emerging markets, whose problems are due to their own policy mix, 
particularly allowing the private sector to take on large debts in dollars. We should expect the 
IMF to lend another $100bn over the next six months (worldwide), and the G20 needs to keep 
talking about providing the Fund with more resources. 
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Larger emerging markets will not suffer collapse, but will increase (attempted) savings and, as a 
result, will experience slowdowns. The temptation for competitive devaluation will grow over 
time. But emerging markets cannot grow' out of the recession through exports unless there is a 
strong recovery in the US or the Eurozone or both, which is unlikely. Many emerging markets 
are particularly hard hit by the fail in commodity prices. While some commodity prices may 
have reached their floors, a return to the levels of early 2008 will not happen until significant 
global growth has resumed, which could take years. 

Political risks in China and other emerging markets create further downside risks. In our 
baseline, we assume no serious domestic or international disruptions in this regard. 

United States 

Perhaps the most fundamental barrier to economic recovery in the US is the weakness of balance 
sheets in the private sector. Households did not save much since the mid-1990s and reduced their 
savings further this decade, in pan because of the increase in house prices; this was the 
counterpart of the large increase in the US current account deficit. Desired household saving is 
now increasing. The main dynamic is a fall in credit demand rather than constraints on credit 
supply in the US. The US corporate sector is in better shape blit, faced with the disruptions of the 
last three months, is also seeking to pay down debt and conserve cash. Even entities with deep 
pockets, strong balance sheets and long investment horizons (e.g., universities, private equity) 
are cutting back on spending and trying to strengthen their balance sheets. This desire to save is 
causing major reductions in both consumption and private investment, creating the economic 
contraction we see all around us. 

There are three major categories of potential policy responses: fiscal, financial, and monetary. 
However, each of them faces real constraints. 

First, a substantial fiscal stimulus is already in train. The constraint on further action along this 
dimension, of course, is the US balance sheet. The US balance sheet is strong relative to most 
other industrialized countries - private sector holdings of government debt are around 40% of 
GDP. But the US authorities also have to worry about increasing Social Security and Medicare 
payments in the medium term, and so arc reluctant to accumulate too much debt. The underlying 
problem is that fiscal policy was not. sufficiently counter-cyclical during the boom. The federal 
fiscal stimulus will be helpful, but it will not be enough to prevent a substantial decline or 
quickly turn around the economy. 

One view is that US government debt remains the ultimate safe haven, and this is surely true in 
general terms - particularly in moments of high stress. But this excellent recent presentation by 
John Campbell should give us pause (technical paper here ). His point is that while US long 
bonds go through episodes when they are good hedges against prevalent risks (e.g., now and in 
the recent past ), this is not always true. In particular, if inflation becomes an issue - think 1970s - 
then long bonds are really quite risky, in both popular and technical meanings of risk. You may 
think your bond holdings arc a great hedge, but in fact they are a fairly substantia! gamble that 
inflation will not jump upwards. 
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I’m supportive of the fiscal stimulus, at the currently proposed level, and J also strongly support 
the view that cleaning up the banking system properly will add further to our national debt - 
probably in the region of 10-20% of GDP, when all is said and done. (While this seems like a lot, 
Linda Btlmes and Nobel Laureate Joseph Stiglitz have estimated the long-term cost of the Iraq 
War at $3 trillion which, although this may he on the high end, is over 20% of GDP.) And I 
further agree that some form of housing refinance program will help slow foreclosures, and this 
should further increase the chances that the financial system stabilizes. 

But ail of this adds up. US government debt held by the private sector will probably rise, as a 
percent of GDP, from around 41% to somewhere above 70%. This is still manageable, but it 
should concentrate our minds. The net effect of our financial fiasco is to push us towards 
European-style government debt levels, and this obviously presses us further to reform (i.e., 
spend less on) Social Security and Medicare. Anil we really need to make sure we don't have 
another fiasco of similar magnitude any time in the near future. 

Second, financial sector policy has not been encouraging. Despite a series of efforts that were 
both heroic and chaotic, the banking sector today is roughly in the same state it was in after the 
collapse of Lehman in September: investors do not trust bank balance sheets, further writedowns 
are expected, and stock prices are above zero mainly because of the option value of a successful 
government rescue. 

Looking at the banks more directly, there are no easy answers. Dramatic bank recapitalization 
are controversial because this would imply effective nationalization, which is not appealing to 
Wall Street (and to many on Main Street). 'Hie original TARP terms from mid-October are no 
longer available, as they were very generous to banks and there is widespread backlash against 
bailouts. Also, the latest Citigroup bailout (from mid-November), recently repeated for Bank of 
America, is not appealing as an approach for the entire financial system as this was an even 
worse deal for the taxpayer. A clever financial engineering- type approach of ring-fencing bad 
assets, with some sort of government guarantee, is unlikely to provide a decisive breakthrough. 

Let’s say the government launches a comprehensive bank recapitalization and balance sheet 
clean-up scheme, with broad support on Capitol Hill. This bolsters confidence in the US 
banking system, causing a rise in equity prices and - most important - a strengthening of debt, 
both lor banks and perhaps for leading nonbank corporates. Three international consequences 
seem likely. 

1 ) This move forces the rest of the G7/GI0 and the Eurozone to do the same, or something very 
similar. If we have very strong (and government-backed) banks in the US and somewhat 
more dubious banks anywhere in other industrialized countries, money will (low into the 
stronger US banks. Think back to the consequences of the original infectious blanket 
guarantees in Ireland in October; the effects now would be similar. You can think of the 
UK’s upcoming moves either as a smart way to get ahead of this, or as something that will 
further a destabilizing wave of competitive recapitalizations - the policy is good, but doing it 
without coordination across countries can trigger Iceland-type situations. 

2) If all major economies need to back the balance sheets of their banks, then we have 
converted our myriad banking sector problems into a single (per country) fiscal issue. Who 
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has sufficient resources to fulJy hack their banks? This obviously depends on (a) initial 
government debt, (b) size of banks (and their problem loans, global and local), and (c) 
underlying budget deficit. Ireland and Greece will be in the line of fire, but other weaker 
Eurozone countries will also face renewed pressure. Officials are currently trying to work 
through this predictive analysis, and there is some thinking about preemptive preparations, 
but events are moving too fast - and the international policy community again can't keep up. 
3) In some countries - particularly emerging markets but also perhaps some richer countries - 
the foreign exchange exposure of banks will matter. 1 lere the issue will be whether the 
government has enough reserves to back (or buy out) these liabilities; the problems of Russia 
since September foreshadow this for a wide range of countries. The absolute scale of reserves 
does not matter as much as whether they fully cover bank debt in foreign currency. Most 
emerging markets face significant difficulties and need some form of external support in this 
scenario, particularly as both commodity and manufactured exports from these countries will 
continue to fall. 

If, by good fortune, the US and global recession is already at its deepest - as some in the private 
sector now hold - then we face a tough situation but the difficulties are manageable. However, 
our baseline view remains that the real economy is not yet stabilized, and hence we will see 
worse outcomes in Q1 and Q2 of 2009 than currently expected by the consensus. Such outcomes 
are not yet reflected in asset prices, and the problems for banks - and the implications for fiscal 
sustainability - around the world will mount. 

Third, monetary policy can still make a difference. In particular, we risk entering a deflationary 
spiral with falling prices and downward pressure on nominal wages. In mid-December, the 
inflation swap market implied minus 0.5% average annual inflation for the next five years 
(although this expectation has increased somewhat since then). Deflation is not yet completely 
entrenched, so it is still possible to turn the situation around. However, the Fed has not yet. 
settled on the view that deflation is the main issue, and there is no internal consensus in favor of 
printing money (or focusing on increasing the monetary base). 

Generating positive inflation in this environment is not easy. One way would be to talk down the 
dollar. The fact that this would feed into inflation is not a danger but a help in this context. 
Unfortunately, this would be seen as too much of a break from the tradition of a "strong dollar" 
and it would likely upset both Wall Street and US allies. Ultimately, probably later in 2009 (and 
definitely by early 2010), the US will move to a more expansionary monetary policy and manage 
to generate inflation. This will weaken the dollar and put pressure on other countries to follow 
suit - expansionary monetary policy is infectious in a way that expansionary fiscal policy is not. 

Global Policy Implications 

One leading anti-recession idea for the moment is a global fiscal stimulus amounting to 2% of 
the planet’s GDP. The precise math behind this calculation is still forthcoming, but it obviously 
assumes a big stimulus in the US and also needs to include a pretty big fiscal expansion in 
Europe. (Emerging markets will barely be able to make a contribution that registers on the 
global scale.) 
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This global policy strategy is already running out of steam. 

• Very few countries now find room for a fiscal stimulus; debt levels arc too high and fiscal 
capacity is hard pressed bv contingent liabilities in the banking system - particularly with 
an increasing probability of quasi-nationalization. As a result, the idea of a 2% of GDP 
global fiscal stimulus seems quite far-fetched at this point. 

• Further monetary easing is therefore in the cards, especially as fears of deflation take 
hold, both for developed countries and emerging markets. There may now be some 
catching up by centra! banks - in that regard, see the latest Turkish move as a 
foreshadowing, 

• Commodity prices will likely decline further as the global economic situation turns out to 
be worst than current consensus forecasts. As a result, official growth forecasts for most 
low income countries seem far too high. 

• The worldwide reduction in credit continues, largely driven by lower demand for credit 
as households and firms try to strengthen their balance sheets by saving rather than 
spending. 

The crisis and associated slowdown started in the US, but the recession is now global. The US 
economy is no more than 1/4 of the world economy, so even the largest US fiscal stimulus (say 
3% of U.S. GDP per annum) cannot be not large enough to move the world at this stage. If we 
stabilize our financial system fully and restore consumer credit, this will help. But remember 
that we are subject to shocks from outside and the outlook there is worse than in the US in many 
ways. Outside the US the tasks look much harder. 

One key principle, stated repeatedly by both the G20 and the IMF, is that policy responses need 
to be coordinated. This is a basic lesson of the Great Depression, when protectionist trade 
policies reduced exports across Lhe board without benefiting any nation. The current crisis has 
not seen a widespread outbreak of higher trade barriers - although some of the bailout programs 
national governments have offered to domestic industries could amount to protectionist 
subsidies. Instead, however, we are seeing friction over currency valuations, as countries (who 
can afford to) try to boost their exports. In terms of recent developments, Switzerland threatened 
to intervene on foreign exchange markets to suppress the value of the Swiss franc. And the 
French fi nance ministe r criticized the U.K. for letting the pound depreciate. 


In addition, fiscal constraints give national governments an incentive to reduce the size of their 
stimulus packages and attempt to free-ride off of other countries instead. Many countries are 
probably looking to the United States and hoping that our reasonably large stimulus - 6% of 
GDP, spread roughly over two years - will help turn around the global economy as a whole. 

Looking Forward 

The first order of business is clearly to revive the US and global economies. However, it is also 
imperative that we understand the nature of the global economic order that we live in, with the 
goal of minimizing the chances of a similar economic crisis in the future and the severity of such 
a crisis should it occur. As mentioned above, while the government balance sheet can absorb the 
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cost of restoring the economy this time, it is not clear how many times vve can add 20% of GDP 
to the national debt. 

We also need to recognize that financial crises, just like bubbles, will recur. Government 
regulators, no matter how motivated and skilled, are no match for the collective ingenuity of 
billions of human beings doing things that no regulator envisioned. The only real way to protect 
a national economy in the face of systemic financial problems is with a sufficiently strong 
government balance sheet (i.e., low debt relative to the government's ability to raise taxes). This 
requires counter-cyclical fiscal policy during a boom, which is always politically difficult. 
However, this implies less room for fiscal stimulus now, or alternatively the need to put in place 
measures that will compensate for the stimulus once the economy has recovered. 

In order to create the conditions for long-term economic health, we need to identify the real 
structural problem that created the current situation. The underlying problem was that, after the 
1980s, the "Great Moderation” of volatility in industrialized countries created the conditions 
under which finance became larger relative to GDP and credit could grow rapidly in any boom. 
In addition, globalization allowed banks to become big relative to the countries in which they are 
based (with Iceland as an extreme example). Financial development, while often beneficial, 
brings risks as well. 

The global economic growth of the last several years was in reality a global, debt-financed 
boom, with self-fulfilling characteristics - i.e., it could have gone on for many years or it could 
have collapsed earlier. The US housing bubble was inflated by global capital flows, but bubbles 
can occur in a closed economy. The European financial bubble, including massive lending to 
Eastern Europe and Latin America, occurred with zero net capital flows (the Eurozone had a 
current account roughly in balance). China's export-driven manufacturing sector had a bubble of 
its own, in its case with net capital outflow (a current account surplus). 

But these regional bubbles were amplified and connected by a global financial system that 
allowed capital to flow easily around the world. Ordinarily, by delivering capital to the places 
where it is most useful, global capital flows promote economic growth, in particular in the 
developing world. But the global system also allows bubbles to feed on money raised from 
anywhere in the world, exacerbating systemic risks. When billions of dollars are flowing from 
the richest countries in the world to Iceland, a country of 320,000 people, chasing high rates of 
interest, the risks of a downturn are magnified, for the people of Iceland in particular. 

Ideally, global economic growth requires a rebalancing away from the financial sector and 
toward non-financial industries such as manufacturing, retail, and health care (for an expansion 
of this argument, see this op-ed ). Especially in advanced economies such as the US and the UK, 
the financial sector has accounted for an unsustainable share of corporate profits and profit 
growth. The only solution is to invest in the basic ingredients of productivity growth - education, 
infrastructure, research and development, sound regulatory policy, and so on - so that our 
economy can develop new engines of growth. 
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Further coverage of the crisis and policy proposals 

Background material 

Previous editions of Baseline Scenario: 

• Novem her : lntp:/. J base li nescenaiio.corn/2008/l 1/lQ/baseline-scenario-l 3 10 08/ 

• December: htt p://basdine.sce n ario.eom/2008/12/l 5/base Jinc-see nario-l 2 1 508/ 

Financial Crisis for Beginners primer, includes recent material on “bad banks” and the Swedish 
approach to cleaning up the banking system: http://baselinescenario.com/financial-crisis-for- 
hc dinners/ 

Deeper causes of the crisis, an ongoing series: http://ba.selinescenario.conv'c<tfegory/cause5/' 

More details on current topics 
Strategies for bank recapitalization 

• Economic ideas: ht tp://baseline scen ario.com/2009/01/27/to-save-the-b an ks-we- 
m u st- stand - u p- to-the- ban k ers/ 

• Political developments: htt p://ba.seiinescenario.co m /20Q9/01/25/the -c mergina- 
poliiical-strateav-for-bank-recapitalization/ 


Global fiscal stimulus: http://baselinescenario.com/2QQ9/01/21/global-fi.scal-.stimulus-should-it- 
be-an-obama-prioritv/ 

Citigroup bailout ( the second round): ht tp://baselinescenario.com/2008/ 1 i /27/inter.nationa.l- 
im pltca t ions-of-the-citi gr ou p-bailou t/ and h Up : //base 1 i nes c enar i o. c om /2 008/ 1 1 /2 4 /c i t i a ron p - 
bailout-weak-arb i trary-incomprchcnsible/ 

As it happened 

First edition of Baseline Scenario (September 29, 2008): 
http:/ /basctinesccnario.com/2008/09/2 9 /thc-baseiinc-scenario-.iirst-cditi on/ 

"The Next World War? It Could Be Financial" (October 1 1. 2008): 
h ttp://basdmescenario.com/2008/10/12/nexl-up-emcrging-markets/ 


Pressure on emerging markets (October 12, 2008): http://baselinesce n ario.com/2008/ 1 0/ 1 2/next- 
u p-emerging-markets / 


Pressure on the eurozone (October 24, 2008): htip://baselinescenario.coiT i/20 08/10/2 4/eur ozone- 
defanh-risk/ 


Testimony to Joint Economic Committee (October 30, 2008): 

http://baselinescenario.com/2008/t0/30/testimoiiv-befbre-io int- econoni i c-c o m mittee -today/ 
Bank recapitalization options (November 25. 2008): 

http://baselinescenario.eom/2008/1 1/23/bank-iecapitalization-options-and-recommendation- 
after- cit igr oup-b ai lout/ 
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Chairman Conrad. Dr. Setser, welcome. Am I pronouncing your 
name correctly? 

Mr. Setser. Very close, yes. 

Chairman Conrad. How do you do it? 

Mr. Setser. “Setser.” 

Chairman Conrad. Great. Welcome. 
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STATEMENT OF BRAD W. SETSER, PH.D., FELLOW FOR 
GEOECONOMICS, THE COUNCIL ON FOREIGN RELATIONS 

Mr. Setser. Thank you. Chairman Conrad, Senator Gregg, mem- 
bers of the Committee, it is a tremendous honor to be asked to tes- 
tify before you today. 

As we all know, the U.S. economy began to slow in 2006 as home 
prices peaked and residential investments started to fall. It entered 
into a recession at some point in the last year. However, for a 
while, at least at the surface, the world economy remained rel- 
atively healthy. Unfortunately, hope that the excesses of the hous- 
ing and credit boom of the past few years could be unwound gradu- 
ally disappeared last autumn, and I think it is fair to say — and this 
is consistent with Dr. Johnson’s testimony — that the extent of the 
slowdown in global activity now underway is hard to overstate. 

The latest forecasts suggest that U.S. output will contract at a 
5-percent or more annual pace in the fourth quarter of 2008. That 
would be one of the sharpest falls in recent U.S. history. It would 
also probably be one of the smallest falls when you look around the 
global economy. The fall in Europe looks to be comparable. The 
data from Japan already out suggests a 10 percent of GDP 
annualized contraction in the fourth quarter. Korean output con- 
tracted an annualized 20-percent pace in the fourth quarter. Chi- 
nese output growth looks to be close to flat, which is an enormous 
deceleration. And to the extent that the commodity exporters are 
doing better, it is only because they have been able to draw on the 
resources saved when commodity prices were high this summer. 

Global output, not just U.S. output, likely fell in the last quarter 
of 2008, and I share the assessment of Senator Conrad and Dr. 
Johnson that the IMF’s forecast for mildly positive global growth 
is optimistic. 

Arresting the sharp fall in output I think requires a significant 
adjustment in policies. The Obama administration and the Con- 
gress are currently working on a stimulus package, which I think 
is essential to support output as private spending and investment 
contracts. And further efforts such as recapitalize the American fi- 
nancial system I agree are likely to be necessary. Comparable poli- 
cies need to be adopted in all major economies with the capacity 
to do so. China I would note in that regard, but also Germany. 

In my testimony, though, I want to focus less on the adjustment 
in the global output and the changes in the forecast to the global 
output, and a little bit more on the tremendous changes now un- 
derway in the global pattern of trade and the global pattern of cap- 
ital flows. But first I want to state a couple of things about the 
global forecast. 

The IMF’s forecast generates slightly positive global growth be- 
cause it assumes that growth in the emerging world will remain 
positive, although at a much lower pace than in past years. That 
portion of the forecast strikes me as the most optimistic portion of 
the forecast. As I mentioned earlier, the fall in output in Korea in 
the fourth quarter was stunning. It was not quite as large as the 
fall in output at the peak of Korea’s crisis in 1998, but it was not 
that much smaller. 

The deceleration in Chinese growth suggests that China is enter- 
ing into a recession, largely because of its own internal dynamics, 
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at the same point in time that the global economy is entering into 
a recession. 

Some leading indicators for Russia suggest a contraction in Rus- 
sian output comparable to the contraction in 1998 during Russia’s 
crisis — 

And even Brazil, which entered into this crisis with perhaps the 
best position, at least on the financial side of any emerging econ- 
omy, and the strongest domestic basis for growth, looks to be slow- 
ing sharply. 

Broadly speaking, wherever you look it suggests a significant 
contraction, not an expansion, of emerging market output, perhaps 
a larger contraction than in the industrial world. 

The second point is the shift in the pattern of global trade, and 
I think the simplest way to describe it is that the expansion, which 
was quite strong, of imports and exports globally with trade grow- 
ing has gone into reverse, and it has gone into reverse in an ex- 
tremely strong way. In my written testimony, I describe the fall in 
trade as ferocious. I think that is fair. Taiwan’s exports in Decem- 
ber were down 40 percent. Korea’s and Japan’s exports in Decem- 
ber were down 20 percent. Germany’s exports in November were 
down 10 percent. 

Why does this matter for the United States? Well, one, I think 
it indicates that the fall in U.S. and European output — after all, 
the U.S. and Europe are on the receiving end of Asia’s exports — 
is going to be quite significant. So some degree of the slowdown in 
Asia is a leading indicator of the slowdown in the United States. 
But, second — and I think I agree with Senator Conrad on this — it 
also suggests that, together with the recent dollar appreciation, 
hopes that exports will provide additional support for the U.S. 
economy are, unfortunately, likely to be unfounded, that the decel- 
eration in exports in the U.S. over the next several quarters is like- 
ly to be quite significant, and I think all leading indicators of ex- 
port growth point in that direction. 

Now, evaluating whether imports or exports on the non-oil im- 
ports and exports side will fall faster is difficult given the scale of 
the changes now underway. The only thing I think we can state 
with some degree of certainty is that the fall in commodity prices 
will have a significant impact on the U.S. trade deficit. A $50-a- 
barrel average oil price compared to a $100-a-barrel average oil 
price generates, assuming no big contraction in U.S. exports to the 
oil-exporting economies, a $200 to $250 billion improvement in the 
current account deficit. So the U.S. trade deficit and current ac- 
count deficit are poised to fall, which implies, if that forecast is 
true, the U.S. will be relying less on the rest of the world for fi- 
nancing than it has in the past. 

That gets to my third point, the shifts in the pattern of global 
capital flows. Over the past several years, there has been three 
broad trends. One is that U.S. and European private flows both 
ways were growing at a quite rapid pace. Second, U.S. private in- 
vestors were increasingly putting money into the fast-growing 
emerging world, so there was a significant private outflow into the 
emerging world. And then, third, the emerging economies were 
adding tremendous sums to their reserves and to their sovereign 
wealth funds. At a peak, they were probably adding $400 billion a 
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quarter or $1.6 trillion a year, a huge sum, in the process absorb- 
ing much of the debt that the United States issued. 

The simple way to describe what has happened is that all of 
these flows have gone into reverse. The transatlantic flow has es- 
sentially stopped, is now actually negative, with Americans selling 
assets and Europeans selling assets, and generating net financing 
for the U.S. because the U.S. has been selling its foreign assets 
faster than foreigners have been selling their American assets. 

The private flows into the emerging world have gone into com- 
plete reverse, and correspondingly, reserve growth in the emerging 
world has effectively stopped. 

Now, this has not immediately translated into a fall in demand 
from the emerging market central banks for treasury bonds, I know 
a central concern of this Committee, because emerging markets 
have reallocated their portfolios away from riskier assets toward 
the treasury market. However, given the scale of the fall in emerg- 
ing markets’ reserves, that reallocation process will eventually 
come to an end, and the extent to which the U.S. will be drawing 
on emerging market reserve growth for financing will fall. To my 
mind, that is not a bad thing. I would be far more worried about 
an expansion of the fiscal deficit. If that expansion of the fiscal def- 
icit corresponded not with a fall in private investment in the U.S. 
that the public sector was offsetting but, rather, required that the 
U.S. draw on the savings of the rest of the world. But the sustain- 
ability of the improvement in the U.S. current account deficit 
hinges not just on the policies that we adopt here, but on policies 
that are adopted elsewhere in the world. 

I know that the scale of treasury issuance that the current deficit 
implies is stunning. I think we are all stunned by the scale. I 
would just also note that the scale of the fall in global output that 
we are trying to counteract is equally stunning. 

Thank you. 

[The prepared statement of Mr. Setser follows:] 
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The U.S. economic growth began to slow in 2006 , as home prices peaked and 
residential investment started to fall. The U.S. entered into a recession in the first 
quarter of 2008. However, much of the world economy remained, at least on the 
surface, healthy. Unfortunately, hope that the excesses of the housing boom could 
be unwound gradually disappeared last autumn. The extent of the global 
slowdown now underway is hard to overstate. 

The latest forecasts suggest that in U.S. output contracted at a 5 percent annual 
pace, if not more, in the fourth quarter of 2008. That would be one of the sharpest 
quarterly falls in U.S. output in the last sixty years. Even so, the U.S. did 
substantially better than many other economies. The slowdown in most of Europe 
should be comparable to the slowdown in the U.S. Japanese output contracted at a 
10 percent of GDP annual pace in the fourth quarter. Korean output contracted at 
a 20 percent of GDP annual pace. Chinese output growth was close to flat, but that 
implies a rapid deceleration in China’s pace of growth. Commodity exporting 
economies are only faring better because they are still able to draw on the foreign 
assets they built up over the summer. Global output likely fell in the fourth quarter 
of 2008. The first quarter of 2009 looks similar. 

Arresting this sharp fall in global output requires significant adjustments in 
policies. The Obama administration and the Congress are currently developing a 
stimulus package to support U.S. output as private spending and investment 
contracts. Further efforts to recapitalize the American financial sector are likely to 
be needed. Comparable policies should be adopted in all the major economies to 
halt the current, highly synchronized fall in global output. 

This fall in global output has been accompanied by equally large changes in the 
pattern of global capital flows. In 2007, the total increase in the world’s reserves 
exceeded $1.5 trillion, the total increase in dollar reserves exceeded of the United 
States current account deficit and central bank purchases of U.S. Treasuries easily 
exceeded the net issuance of marketable Treasuries. In the fourth quarter of 2008, 
global reserve growth came to halt. Falling commodity prices have reduced the 
external surplus of large commodity exporters and private capital is now flowing 
out of both commodity-exporting and commodity importing emerging economies. 
As a result, the majority of the Treasury’s debt issuance in late 2008 was placed 
with private investors. 

This is not a bad thing; the huge acceleration, in reserve growth in 2006 and 2007 
impeded necessary adjustments in the global economy — and allowed underlying 
vulnerabilities to build. A rise in the fiscal deficit that offsets a cyclical fall in 
private investment poses fewer long-term risks than a structural rise in the fiscal 
deficit than can only be financed by borrowing large sums from the rest of the 
world. 
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My testimony will focus less on the U.S. outlook than on the tremendous shifts 
now underway in the global economy, as a period of expanding trade gives way to 
a sharp contraction and as the pattern of capital flows that defined the global 
economy over the past several years reverses itself. It is organized in three sections: 

The first briefly reviews the state of the global economy. The second looks at the 
latest trade data. The third examines recent changes in the pattern of capital flows. 

A truly global contraction 

The IMF currently forecasts that global activity will expand by o.5percent in 
2009 — down from in 3.4 percent 2008 and 5.2 percent in 2007. Ongoing, though 
more subdued, growth in large emerging economies would offset a synchronized 
contraction in the U.S. Europe and Japan. This forecast, alas, may still be too 
optimistic. 

The current forecast is significantly more pessimistic than IMF’s forecast in 
November, as activity slowed faster than anticipated in the U.S., Europe, Japan and 
Russia (Figure 1). However, it still likely overstates growth in the world’s emerging 
economies. A few facts are illustrative: 

-- The fall in Korean output in the fourth quarter of 2008 (q4 2008), annualized, 
implies a fall in output comparable to the fall in output that accompanied Korea’s 
crisis in 1997-98. Singapore and Taiwan have posted similar sharp falls in output. 

— The deceleration in China’s growth in the fourth quarter of 2008 almost 
certainly exceeded the deceleration in China’s growth in the Asian crisis, or the 
global electronics slump of 2000-2001. IMF’s forecast of 8.5percent real growth w r as 
always optimistic, and now looks extremely optimistic. 

— Leading indicators imply a larger fall in Russian output than in Russia’s 1998 
crisis. The IMF is now forecasting Russian output to contract in 2009. 

— Similar indicators suggest that Brazil, which entered into the crisis in far 
stronger financial shape than it entered into past global downturns, will also 
experience a sharp contraction. 

— Almost all Eastern European economies that relied on large net capital inflows 
(generally from European banks) to finance large current account deficits are 
either in a recession or poised to enter one. 

In most respects, the deceleration in the growth of the emerging world now looks 
sharper than the deceleration in the U.S. and Europe. An outright fall in global 
output — a mark of an unusually severe global contraction — looks increasingly 
likely. 


The obvious risk is that bad news compounds: The initial fall in output gives rise 
to a further falls in investment, employment and consumption — dragging growth 
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down further. The only bright spot: the synchronized global slowdown leaves little 
doubt about the needed direction of the global policy response. 

An enormous contraction in trade 

One of the quirks of the global economy is that different nations release data on 
their exports and imports on a different time scale. December data is now available 
for all the large Asian economies, but not for the U.S. or the EU. 

Usually this doesn’t matter much; trade flows tend to adjust gradually. But in this 
case the Asian data points to a ferocious — and I use that word intentionally — fall 
in both intra-Asian and global trade. Taiwan’s year-over-year (y/y) exports were 
down over 40 percent; Japan’s exports were down 2opercent, Korea’s exports were 
down close to 20 percent and China exports were down 3 percent — better than the 
rest of Asia but still a major deceleration from the i9percent growth registered in 
October (Figures 2 and 3). The fall in Korean and Taiwanese exports augers further 
falls in China’s exports, as China imports electronic components for final assembly. 
It also provides indirect evidence of a sharp slowdown in China’s own demand. 

Asian imports are down too, in part because of the fell in commodity prices. 
China's current account surplus is up, as the 20 percent y/y in fall in imports 
topped the fell in its exports. In Japan, though, the fell in exports topped the fall in 
imports leading Japan to post its first current account deficit in a very long time. 
That illustrates just how rapidly the global economy is changing. 

European data isn’t more encouraging. The sharp slowdown in the UK and Spain 
suggest a contraction in demand from Europe’s large deficit countries. The 
slowdown in Russia and Eastern Europe will certainly feed through to Europe’s 
exporting core German exports were down 9percent in November (Figure 4). 

These contractions matter for the U.S. for two reasons. First, the fell in Asian 
exports likely reflects a sharp fall in U.S. demand for Asia’s output — and thus 
provides indirect evidence of the scale of the slowdown in U.S. demand. Second, 
the fall in global activity, especially in conjunction with the dollar’s recent rally, 
suggests that the U.S. should anticipate a sharp fell in its exports. November 
exports were dowm apercent (Figure 5). West Coast outbound container traffic is 
down substantially more in December and January - as are leading indicators of 
export demand (Figure 6). It would be surprising if U.S. exports didn’t fall by close 
to 10 percent in the December, and by even more in the first quarter. 

For the past several quarters, U.S. non-oil exports have grown substantially faster 
than U.S. non-oil imports, bringing the non-oil deficit down. The expansion of net 
exports associated with the improvement in the real trade balance was a key 
reason why the decline in residential investment didn’t produce a bigger fell in 
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economic output. The overall trade deficit though remained roughly constant, as 
the improvement in the non-oil balance was offset by a rise in the United States 
petroleum import bill. 

The recent fail in commodity prices points to a significant improvement in the U.S. 
trade balance. On current trends, the January deficit could be as low as $30 
billion — roughly half its peak level. As a result, the United States’ need for large 
net capital inflows from the rest of the world is falling not rising — a point that 1 
will return to. 

The sustainability of this improvement depends on the long-term trajectory of oil 
prices — and the evolution of non-oil export and imports. That in turn depends in 
large part on whether the rest of the world joins the United States in taking strong 
steps to support domestic demand growth — or whether they opt instead to 
support their exports and rely on the reemergence of U.S. demand. The more the 
world does to help itself, the more it well help the U.S. — and help to limit the 
reemergence of macroeconomic imbalances. 
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A reversal of global capital flows 

The pattern of global capital flows over most of the past, eight years was defined 
by: 


— An expansion of private flows between the U.S. and Europe, with an especially 
large increase in private flows to and from the UK. These flows generally balanced. 

— An increase in U.S. and European demand for the financial assets of the 
emerging world. This increase was particularly pronounced after 2006. Broadly 
speaking, when the U.S. slowed and emerging economies didn’t, private 
investment sought out higher returns in the fast-growing emerging world.* 

-- An enormous increase in the foreign assets of emerging market central banks 
and sovereign funds. In the four quarters from mid 2007 to mid 2008, the 
governments of the emerging world added over $1.5 trillion to their foreign assets; 
the increase in their dollar asses likely exceeded the U.S. current account deficit. 
This reflected the China’s growing current account surplus, the concurrent rise in 
oil prices and strong private capital inflows to the emerging world. As a result, 
emerging market governments were a large source of net financing for the U.S. 
and Europe. 

The scale of all these flows was unprecedented. Net private capital outflows and 
inflows from the U.S. peaked at around i5percent of U.S. GDP in mid-2007 (Figure 
7). The IMF’s data indicates that (net) private inflows to emerging economies rose 
to $600 billion in 2007 and the first part of 2008, a sum well in excess of the large 
inflows that preceded the 1997-1998 Asian crisis. Emerging market reserve growth 
increased by a factor of about ten from 2000 to mid-2008, rising from $150 billion 
to an estimated S 1300 billion at the end of 2007, with an additional $200 billion or 
so increase in the foreign assets of their sovereign funds (Figure 8) Taking into 
account the Treasury and agency bonds that central banks purchased through 
intermediaries in the UK, total central purchases of Treasuries and Agencies were 
comparable in scale to the U.S. trade deficit over most of 2007 and 2008 (Figure 
9 )- 5 


" To simplify, I have left out the yen carry trade. This no doubt was significant. Japanese retail investors 
and Foreign hedge funds alike borrowed in low-yielding yen to buy higher yielding currencies. This helped 
push the yen down against many European currencies, It also generated significant inflows into countries 
like Australia. However, Japan’s current account surplus though generally has been constant. The main 
change in the world economy, on a global level, was the expansion of the surplus of China at the same time 
that high oil prices pushed up the surplus of the oil-exporting economies 

3 The monthly TIC data tends to understate both Chinese and central bank purchases of U.S. bonds. The 
annual survey of foreign portfolio holdings of U.S. securities tends to revise the UK’s estimated holdings 
down substantially, while revising the holdings of central banks, China and the Gulf up. My estimates use 
the pattern of past data revisions to provide a closer to real-time estimate of central bank demand for U.S. 
assets. For more, See “China’s $1.7 trillion dollar bet,” Center for Geoeconomic Studies Working Paper U6 
(Council on Foreign Relations: New York) 
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Each flow has now gone into reverse. 

Cross-border flows across the North Atlantic started to contract last August, when 
the subprime crisis first highlighted the risks of buying complex securities. These 
flows are now negative. Private U.S. investors are selling their foreign assets. U.S. 
banks are lending less to the rest of the world. And private investors abroad are 
selling their U.S. portfolio. Much of the expansion in these flows, in retrospect, 
seems to have been associated with the growth of the "shadow" financial sector: 
unregulated institutions that issued short-term securities to buy long-term 
securities were often formally based in Europe even though they sold their debt 
predominantly to American investors and primarily bought long-term U.S. 
securities. 4 

Private capital is now flowing out of the emerging economies. The pace and scale 
of this reversal has been comparable to the reversal that accompanied the 1997 
emerging market crisis. Over $100 billion of private capital left Russia in the fourth 
quarter of 2008; the outflow from China likely was similar. Those emerging 
economies with large reserves are now drawing on those reserves to offset private 
outflows; those emerging economies with smaller reserves have turned to the IMF 
and others for crisis financing. 

Central bank demand for U.S. financial assets is also poised to fall. The New York 
Fed’s custodial data suggests a drop in (net) central bank demand for U.S. assets in 
December and January. This decline, though, hasn’t been as sharp as the decline in 
the overall pace of reserve growth. Data that 1 track with Christian Menegatti of 
RGEMonitor suggests that global reserve growth stopped in the fourth quarter 
(Figure 10). The fall in central bank reserve growth has coincided with a massive 
change in the composition of reserve portfolios: Central banks are shifting from 
risky private fund managers and custodians to the safety of the New York Fed, and 
from agency bonds (Fannie Mae, Freddie Mac, Ginnie Mae) to Treasuries (Figure 11 
and Figure 12). Central bank demand for Treasuries reached record levels in the 
fourth quarter despite the sharp slow-down in central bank reserve growth. 

Even so, the rise in central bank demand for Treasuries was far smaller than the 
increase in Treasury issuance. As a result, central banks absorbed a much smaller 
share of the Treasury’s total issuance in 2008 than in 2006 or 2007. For the first 
time in many years, the majority of the net issuance of Treasury bills and notes was 
absorbed by private investors, including private investors in the U.S. (Figure 13). 

Looking ahead 


4 European banks that borrowed in the wholesale market to buy long-term U.S. securities had similar effect 
on the data - and played a similar economic role. 


7 



371 


The surprises of the last year require treating any forecast with caution. Even those 
who predicted that large losses in home lending would lead to a crisis in the U.S. 
banking sector and a sharp slowdown in the U.S. and global economies didn’t 
expect that a crisis that originated in the U.S. would lead the dollar to rally. It 
would be a surprise if an unsettled global economy followed a predictable course 
in 2009. 

The next few quarters likely will be marked by a transition to a lower level of trade, 
a lower level of cross-border flows and, unfortunately, a lower level of economic 
output. Forecasting whether imports will fall faster than exports is hard. The only 
easy forecast is that the fail in the price of oil will tend to improve the current 
account balance of all oil-importing economies. The already observed fall in oil 
prices would — barring an offsetting contraction in U.S. exports to the oil 
producing economies— bring the U.S. current account deficit down to between 3 
and 4 percent of U.S. GDP (well below its peak level of around 6 percent of U.S. 
GDP). 

It is also likely that the pace of reserve growth will remain subdued. The fall in the 
pace of global reserve growth in the fourth quarter primarily reflected both large 
capital outflows. Banks withdraw credit from most emerging economies, hedge 
funds scaled back their bets on emerging market equities and Asian investors 
reversed their bets on the RMB’s rise. If global financial conditions stabilize, the 
pace of these outflows should fall. Reserve growth then would converge with the 
emerging world’s current account surplus. That surplus though should fall, largely 
because of the fall in the price of oil and other commodities. Even if reserve growth 
bounces back from its current lows, it won’t reach its past highs. The slowdown in 
global reserve growth implies — once the current reallocation existing reserves 
toward Treasuries is complete — a decline in central bank demand for Treasuries. 
The People’s Bank of China will not continue to buy $150 billion of Treasuries a 
quarter. 

This implies that the expansion of the U.S. fiscal deficit and the Treasury issuance 
associated with the recapitalization of the banking system will not be financed by 
an increase in the United States’ net borrowing from the rest of the world. The 
growth in the fiscal deficit, at least in 2009, is likely to offset a significant rise in 
the net savings of the U.S. private sector. Merrill Lynch and Goldman Sachs are 
both forecasting a fall in private consumption that will push the U.S. household 
savings rate up even as private investment falls. This will free up domestic savings 
to invest in Treasury bonds. 

These forecasts are based on the assumption that the enormous shocks the global 
economy has experienced over the past six months will continue to produce 
enormous swings in the pattern of activity globally. It is possible that the 
downturn in private consumption and investment won’t be as large as forecast, 
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and a large stimulus will end up putting pressure on the United States external 
deficit. But it is also possible that the downturn will be more severe. Recent 
economic data — especially those from outside the United States — has been far 
worse than expected. 

The sustainability of the fall in the U.S. external deficit ultimately depends as 
much on the policy response of other countries as the actions of the U.S. 
government. The more other countries can do to generate internal demand, the 
more support they will offer the global economy. Others countries stimulus plans 
will spillover into demand for U.S. exports, just as the U.S. stimulus will spillover 
into demand for the exports of the rest of the world, Conversely, if the U.S. ends 
up doing most of the heavy lifting to support global demand, the U.S. recovery will 
be weaker and likely be associated with a renewed rise in the United States’ 
external deficit. 

The scale of the issuance of Treasuries associated with the need to support U.S. 
demand and finance the necessary recapitalization of the financial sector is 
shocking. But so too is the scale of the recent downturn in U.S. —and global — 
activity. The risk of doing too little remains larger than the risk of doing too much. 
That is true for the U.S. It is also true for the world’s other major economies. 
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Figure 1: U.S. purchasing managers survey (ISM) signs sharp decline in activity 
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Figure 2 : Asian exports (y/y change in $ billion) 
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Figure 3: Asian exports: y/y percentage change, national data 
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Figure 4: German exports: y/y change, in euros billion 
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Figure 5: y/y percent change in U.S. non-oil export and import growth. 
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Figure 6: ISM export orders 
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Figure 7: Private capital inflows and outflows. U.S. BEA data. Treasury purchases 
have been subtracted from private inflows from q3 2007 to account for likely future 
revisions (in the past, these purchases have been reattributed to the official sector 
in the revised data). 

Private flows over time, BEA data as a % of US GDP 
Sign on outflows has been reversed 
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Figure 8: Global reserve growth and estimated dollar reserve growth: IMF data and 
Setser estimates 
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Figure 9: Estimated official purchases of Treasuries and Agencies: rolling 12m 
averages 
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Figure 10: National data points to a further slowdown in reserve growth in q4 2008 
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Figure 11: Chinese purchases of U.S. assets: Setser estimates based on the TIC data 
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Figure 12: Y/y change (in $ billion) in foreign central banks custodial holdings at 
the New York Fed 
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Figure 13: Official demand v U.S. issuance of marketable Treasuries (adjusted to 
reflect Treasuries released from the balance sheet of the Federal Reserve) 
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Chairman Conrad. Yes, this has been a happy morning so far. 
[Laughter.] 

Chairman Conrad. Well, Tim, we are going to count on you to 
lift us up. Tim Adams, formerly the Under Secretary for Inter- 
national Affairs at the Treasury, and now Managing Director of the 
Lindsey Group. Again, welcome to the Committee. 
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STATEMENT OF TIM ADAMS, MANAGING DIRECTOR, THE 
LINDSEY GROUP 

Mr. Adams. Thank you, Mr. Chairman and Senator Gregg and 
members of the Committee. I wish I could cheer you up. What I 
will do is avoid repeating the flurry of statistics that you have 
heard here today. They are all in my testimony as well. They are 
accurate and they are sobering, and they will probably get worse 
before they get better. And it does not matter if you are looking at 
Norway or New Zealand or Nigeria or the Czech Republic. This is 
a crisis which has engulfed the entire global economy, and we 
should think about that as we try to craft solutions — solutions 
which will require a global response. 

And policymakers have responded in extraordinary ways, and 
they should be applauded. Central bankers, Ben Bernanke and oth- 
ers, have taken unimaginable policy adjustments — cutting rates to 
zero. The Bank of England has cut rates to its lower level in over 
300 years, and they have employed their balance sheets in ways 
which we never thought possible or possibly prudent, but we have 
to do so now in order to manage downside risk. 

Fiscal policy as well, we are seeing around the world countries, 
where possible — and Dr. Simon Johnson noted that there are many 
countries unable to pursue additional fiscal stimulus. Those who 
have are doing so, and doing so in a large manner, but need to do 
more. 

Despite these best efforts, we are going to have a very tough 
2009 and probably a very tough 2010. Banks will remain unwilling 
to lend. Consumers will remain unwilling to borrow, unable to bor- 
row, businesses probably unlikely to borrow, and the emerging 
market conditions which have been outlined earlier will remain in 
place and probably become more acute. There is a great sucking 
sound coming out of the emerging markets, and that is capital 
being withdrawn. We saw just in the last 3 years $1.3 trillion 
worth of bank lending into corporates in the emerging markets. 
That is now a trickle. Foreign direct investment has gone to a 
trickle. That means an additional drop in activity, and probably 
widespread corporate bankruptcies in many emerging markets, and 
it will be interesting to see how the sovereigns, the governments 
in those emerging markets respond to those bankruptcies. 

So what do you do? Well, there are a variety of things, Mr. 
Chairman. I believe we do need a large fiscal stimulus program. I 
agree with you about your concerns regarding what the House 
passed. And I agree with your phrase of “temporary and timely and 
targeted.” And I am not sure the House bill meets that standard. 

And I am less worried about the overall level, although we cer- 
tainly need something on the order of 3 or 4 or 5 percent of GDP. 
It is the composition that matters. We need to get the spending 
into the system and get it in immediately, and I want to echo what 
former Congressional Budget Office Director Alice Rivlin said yes- 
terday, that maybe what we ought to do is separate this bill into 
two pieces — that which can actually, the majority of which can get 
into the spending cycle this year, and a lot of other worthy projects 
that do not get put in place for a number of years, set them aside 
and come back and look at those in a more methodical and intel- 
ligent fashion. 
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We also need to stabilize housing — you noted that and Senator 
Gregg noted that — the critical underlying piece of our economic cri- 
sis, and we need to stabilize banking and we need to do that by 
getting the toxic assets off the balance sheets and into some other 
form or other vehicle, and that magnitude could be somewhere be- 
tween $1 trillion and possibly $3 or $4 trillion. So I suspect the ad- 
ministration will come back to this Committee and to Congress for 
additional funding. 

We need to shrink from the IMF. Simon noted that we have seen 
in our experience in a number of programs that the Fund has put 
in place, a number of funding programs. I think these are critical. 
The IMF, which appeared to be out of business 24 months, is now 
back in business and working 24/7 in order to address the macro- 
economic challenges that we are seeing around the world. The pre- 
vious administration sent to Congress an IMF reform package. I 
would urge the members of this Committee to look at that package, 
and I would urge this body and Congress to pass that reform pack- 
age as soon as possible. It is not perfect. There are things I would 
love to see different to it. But it is what it is. It was negotiated 
multilaterally, and we need to give our stamp of approval to the 
Fund. Irrespective of how you may have felt about previous actions, 
we need to give this institution the resources and stature to do the 
job it is currently doing. 

We need to address global imbalances. The growth model that 
has been in place over the past 10 years where excess savers 
around the world — namely, in Asia — ship us their savings; we use 
the savings to live beyond our means — namely, by buying products 
from those places. That model is broken, and it is not coming back. 
And we need to think about what model is going to drive us out 
of this cycle, because the U.S. consumer is not going to lead us and, 
as we heard from Dr. Setser, nor is exports. So we need to think 
collectively about what is the growth model and how do we return 
to an expansionary phase in this cycle. 

And, last, stabilize the long-run fiscal outlook for the country. We 
are going to issue a tremendous amount of debt over the next 2 
years, and if you look at CBO’s I think optimistic analysis, we will 
add $3 trillion in deficits over the next 10 years. The Concord Coa- 
lition says it is $10 trillion. It does not really matter — $3 trillion, 
$10 trillion. After a while, the numbers are staggering. And we do 
run the risk of the world choking on the amount of treasuries we 
are going to push out the door. And also remember that a whole 
host of other countries are going to be pushing their bonds out the 
door as well. So the competition for loanable funds is going to be 
enormous, and the implications are great. 

I would just again add that we need to act with enormous speed, 
but we need to act wisely. We need to spend money wisely. We 
need to focus on the short term and deal with the problems the 
Chairman and Senator Gregg noted — housing and banking — but we 
need to make sure that we keep an eye on the long term so that 
we do not undermine our ability to function in the future. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Adams follows:] 
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Overview of current conditions 

The economic and financial crisis that has engulfed the United States over the past year is now 
cascading throughout the global economy, producing a painful, sudden, synchronized global contraction. 
The IMF has once again revised downward its estimate for global growth in 2009 to the lowest in over 
25 years and to just a fraction of the 5% pace seen in 2007. Many noted private forecasts are even more 
pessimistic, expecting negative global growth this year, possibly shattering all post-war records for a 
global slowdown. The World Bank estimates that global trade will decline this year for the first time in a 
quarter- century. The likely global wealth loss from this crisis could exceed $50 trillion, which is more 
than global GDP. 

The G7 economies, which compose roughly half of global GDP, are experiencing the first 
synchronized recession in the post-war era. The U.S. economy likely shrank about 5% in the last quarter 
and will likely continue to contract during the current year, even with a sizable stimulus in place. 
Germany, the world's fourth largest economy and top global exporter, will likely suffer its worst 
economic performance in its modern history. The UK economy is forecasted to shrink the most since 
1946, with the Pound Sterling already plummeting to a 23-year low. Japan is in the midst of a severe 
and protracted contraction, with exports plummeting and crude-stee! output sinking in December by the 
largest amount in 60 years. In short, the economies of the developed world have ground to a halt. 

The emerging market economies are mirroring the downturn in the developed world. China, 
now the world's third largest economy and along with the U.S. one of the key drivers of growth during 
the recent expansion, is experiencing economic challenges not seen since the Asia Financial crisis a 
decade ago. China's growth has slowed from a blistering 13% pace in 2007 to a relatively languid 7% this 
year {with downside risk}, a level that is regarded as insufficient to generate enough jobs to meet 
demand. But China is not alone. Asia broadly is suffering, proving wrong the oft-repeated quip of the 
past few years that the region had "decoupled" from the U.S., insulating it from possible weaknesses 
and shocks from outside the region. For example, Korea's fourth quarter 2008 GDP growth collapsed a 
staggering -21 percent (annualized quarter over quarter), and Singapore an equally stunning -17 
percent, the biggest drop on record. Finally, India will likely suffer a growth rate this year that's at best 
just half the pace of last year. 

The world’s principal commodities producers, who just nine months ago were in an enviable 
position of benefiting from stratospheric price levels, have been whipsawed by a freefal! in prices. With 
oil prices plummeting by roughly $100 a barrel, from a record $147 in July of 2008, the oil producers are 
under enormous financial and fiscal stress. Russia has experienced and is experiencing a substantial 
outflow of capital, a collapsing Ruble, a sizable loss of official reserves (i.e., roughly $130 billion or 30% 
of holdings) and a large swing in its external position from positive to negative. The GCC economies are 
facing the toughest conditions in decades with many of the economies suffering budget deficits and 
slumping activity. Dubai, one of the seven emirates composing the United Arab Emirates, and a symbol 
of globalization and leverage-generated wealth of this past expansion, is witnessing a cooling of its 
renowned economic boom. One noted multinational heavy equipment manufacturing firm commented 
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just last week that construction activity and crane demand in the region had simpiy "evaporated." The 
non-oil commodities producers, such as copper exporters Chile and Zambia and iron ore producers 
Brazil and Australia are also experiencing falling demand and plummeting exports. 

Needless to say, these are sobering statistics, reflecting an unprecedented period in modern economic 
history where no part of the global economy -- from Norway to Nigeria to New Zealand - is immune 
from this crisis and the painful contraction in economic activity. 


Key Challenges Ahead 

The world's policymakers have responded with imagination and alacrity, implementing polices 
well outside the conventional textbook suggested options and instruments. Centra! banks have slashed 
rates to historic levels, with the Federal Reserve pushing its Fed Funds rate to near zero and the Bank of 
England cutting rates to the lowest level in over 300 years. Central banks have also moved to employ 
their balance sheets in ways and magnitudes unimaginable just a year ago in an effort to re-liquefy 
financial markets, unfreeze credit channels and address concerns of financial counter-party risk. The 
world's principal centra! bankers should be applauded for these efforts and for their willingness to 
undertake extraordinary action to combat this crisis. That said, many central banks around the world 
have plenty of room to reduce rates further and ease monetary conditions employing a variety of tools. 
They should do so quickly. For example, the European Central Bank (ECB) has cut rates an aggressive 225 
bp over the past four months to a record low 2%. But, given that the European Commission is 
forecasting that the 16-nation Euro area will contract by 1.9% this year, inflation has plunged to 1.6% in 
December from 4% last July and the banking system remains highly fragile, the ECB can and should push 
rates lower as soon as possible. 

Officials worldwide have also turned to fiscal policy, with most of the major economies having 
enacted or currently enacting sizable spending and tax cut programs. For example, the U,K has approved 
a package equal to roughly 1% of GDP, mostly through changes in the VAT, Japan a package of about 
1,1% of GDP, the Euro area about 2% of GDP, China 15% (over two years) and Korea 3.7% of GDP. 

Despite this effort, the deepening nature of this crisis will likely require even more fiscal stimulus. The 
estimate of the size of needed additional stimulus varies based on expectations of global growth and 
country specific demand shortfalls, but may be as much as $2 trillion globally. Additional fiscal stimulus 
would be most welcome and should occur in those countries with large or growing savings rates and 
moderate to low debt to GDP levels (i.e., those with the capacity to enlarge their deficits). Both 
Germany and China fit this description and, given their economic size, could have a significant impact on 
global growth. 

Despite aggressive monetary and fiscal policy measures, the next year (or two) will still prove 
challenging. The global financial deleveraging process will continue. Banks will continue to rebuild their 
balance sheets and remain reluctant to extend new credit Private capita! will likely avoid the banking 
sector, paralyzed by the uncertainty over asset quality and expected sweeping changes to the U.S. and 
likely European regulatory regimes. The demand for credit will also remain weak. Many U.S. consumers 
face negative equity on their homes, auto loans that exceed the residual value of their vehicles, 
depleted savings and 401K accounts, stagnated wages and one of the worst labor markets in twenty-five 
years. For many of the country's 77 million baby boomers, retirement now seems unrealistic in the 
near-term and most will have to set aside a greater portion of income to compensate for the roughly 
$11 trillion (or 20%) wealth loss that's occurred through the end of 2008. Corporations will also prove 


2 



390 


unwilling to borrow for expansion, facing weak demand for goods and services, little or no pricing 
power, excess capacity and pension fund shortfalls that may exceed a half a trillion dollars. In short, 
neither the supply nor demand conditions for credit are likely to improve much in 2009. 

The credit crunch is also slamming the already highly weakened emerging market economies 
(EMs). During the 2002 to 2008 expansion, emerging markets boomed, experiencing a solid average 
annual growth rate of 7%. During this time, many implemented sound polices, such as reducing deficits, 
reducing foreign exchange denominated debt, accumulating reserves and moving to flexible exchange 
rates. Such policies and good economic performance created a fertile environment to attract capital, 
and many of the EMs did attract capital, especially the corporate sector. JP Morgan notes that emerging 
market corporates borrowed {direct and syndicated lending} over $1.3 trillion for the three year period 
of 2006 -2008. These corporate borrowers will need to rollover roughly $200 billion of debt during this 
current calendar year, which will prove incredibly difficult to accomplish. Fortunately, U.S. banks have 
little direct exposure, in fact just only 11% of the $4.7 trillion in total outstanding bank lending to the 
emerging markets. Unfortunately, European banks are highly vulnerable, having about 74% or $3.4 
trillion in exposure, and are likely to face losses over the coming year. 

In addition to portfolio flows, Emerging Markets are also suffering from a drop off in foreign 
direct investment. The World Bank, in its latest Global Development Finance Report, predicts that FDI 
into the developing economies will slump by whopping $180 billion or 31% in 2009, following on a 10% 
decline last year. Given that FDI accounts for 40% of total flows to the developing world, such a 
substantial decline will further depress growth and weigh on the value of EM currencies. 

With the collapse in commodity prices, the loss of capital flows (and in some instances capital 
flight), swooning currency values, increasing austerity measures and faltering growth, political pressures 
in many countries are heating to a boil. Press reports just this week note riots and social unrest 
throughout Eastern and Central Europe, Russia, Iceland and Ukraine. Thousands of other disturbances 
are occurring in Asia, Africa and the Middle East but don't make the pages of the daily U.S. papers. 

China too is not immune to the pressures of faltering growth, with unemployment now likely above 
10%. There are mass layoffs in the coastal, export-oriented provinces, where over 7 million of the 
country's 130 million migrant work force have left to return home. U.S. foreign and development 
assistance policy will need to be attuned to these trends and to the plight of those most vulnerable to 
swings in commodity prices and the sharp edge of a faltering business cycle. In fact. The World Bank 
estimates that this crisis has pushed 100 million people back into poverty, a trend that will continue 
placing enormous strain on development organizations and budgets. 

One of the great challenges over the next year is determining, and managing where possible, a 
new growth model to replace the one that has powered global demand for the past decade. That model 
is best described as where countries with excess savings, namely but not exclusively in Asia, cycled those 
savings primarily into the U.S. where cheap and abundant credit inflated asset values, pumped up 
residential investment, increased financial leverage and supported consumption well in excess of 
incomes. This so called Bretton Woods II system appeared at the time to offer benefits to both the 
capita! importers and the goods exporters. In fact, between 2002 and 2007, the U.S. and China alone 
accounted for dose to half of global economic growth. However, many government officials, including 
myself, were concerned that these imbalances were not sustainable and likely distorting capital in a sub- 
optimal fashion. Starting in 2005, we (the Bush Administration) worked with the G7, the G20, the IMF 
and other institutions and forum to address these imbalances. Obviously, we did not know at the time 
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the extent of the miss-allocation of capital or the speed with which they might unwind, but we did 
appreciate the unsustainable nature of this system. 

Now, this U.S consumer-led dollar recycling phenomenon has likely run its course, or at least 
has dissipated in potency, as US households will save more - possibly dramatically more -- and consume 
less to help rebuild tattered balance sheets and respond to reduced wealth holdings and possible loss of 
income. Thus, the imbalances are correcting somewhat automatically. If this indeed continues, the 
global economy will need a source of growth beyond the U.S. consumer to help lead us into a new 
expansionary phase. 


Implications for U.S. Policy 

These challenges will require additional actions from policymakers. Some suggestions are as follows: 

1) Additional, meaningful fiscal stimulus. Without question, the U.S. economy needs a large and 
immediate fiscal stimulus package to address insufficient demand and rising unemployment, now 7.2% 
and heading higher. The $850 billion top line estimate for the proposed package currently winding its 
way through the Congressional process is likely would be sufficient to achieve the stated objective. 
However, it is critically important that the composition of the package be such that the funds are spent 
as quickly as possible, ideally within the current calendar year, and pass some level of cost-benefit 
analysis. According to preliminary analysis from the Congressional Budget Office and the Joint Tax 
Committee, the current package offers only a modest level of current year stimulus - just $170 billion of 
the $850 billion package. I would strongly urge this Committee to set aside those components where 
the majority of the effect is outside the current calendar year window, or certainly outside the next 18 
months, and evaluate those items through the normal appropriations and budget process. This is not to 
say that these items are unworthy of support, many of them will prove beneficial over the long term, 
but they are not what are commonly accepted as "stimulus." For example, the proposed wireless and 
broadband deployment grants program will see only $10 million of the overall $2,8 billion budget spent 
in 2009 with the bulk (i.e., $2 billion) not occurring until 2012 and beyond, when the economy will 
certainly be in recovery. We also need to see additional fiscal stimulus from other key economies, 
especially in Europe and Asia, with a heavy emphasis on supporting near-term domestic consumption. 

2. ) Stabilize and restore confidence in the banking sector. Despite having experienced more than $1 
trillion in write downs and credit losses over the past year and receiving hundreds of billions in 
government assistance, the banking sector still suffers from uncertainty over the sufficiency of its capital 
base and quality of assets on the balance sheet. Until this uncertainty is resolved, banks will remain 
unwilling to extend new credit, which is critical to spurring economic growth and recovery. The new 
Administration should use a portion of the $350 billion of the second tranche of the TARP funding to 
stabilize the housing market, which underlies many of the assets on banks' balance sheets, and use the 
remaining portion of the TARP to either remove troubled assets from the banks or at least ring-fence 
them in a way to insure against the downside risk of further deterioration. Given that the extent of the 
troubled assets is probably at least $1 trillion and quite possibly as high $3 trillion, the Administration 
will likely need to seek additional resources from the Congress. Another possible policy path would be 
for the Federal Reserve to purchase assets by expanding its balance sheet. The TARP funding could then 
be applied to just the expected present value of the calculated credit risk or loss, allowing the Fed to 
leverage the $250 billion or $300 billion to as much as $2.5 trillion to $3 trillion in actual asset 
purchases. 
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Stabilizing the banking sector is a necessary but not sufficient condition to ensuring a healthy and well 
functioning financial system. The Administration and Congress need to fix the numerous problems and 
failures that led to this crisis. Currently, there is enormous uncertainty as to how and when officials will 
begin crafting a new regulatory regime. This uncertainty is keeping tens of billions of dollars in private 
capital on the sidelines and out of the capital structure of the industry. To reduce this uncertainty, 
officials need to begin signaling the contours and composition of a comprehensive regulatory reform 
proposal. I strongly urge the Congress to consider the just-issued Group of 30 (G30) report entitled 
Financial Reform: A Framework for Financial Stability. The Report offers a thoughtful, broad-sweeping 
response. 

3. ) Strengthen the International Monetary Fund and support development assistance. Given the 
breadth and depth of this fast-moving global financial crisis, the International Monetary Fund has been 
thrust back into a central role of promoting macroeconomicstability among its member states. Over 
the past several months, the Fund has extended tens of billions in financing to such countries as 
Pakistan ($7.6b), Hungary {$15. 7b), Ukraine ($16.4b), Iceland ($2. lb) and Lativa ($2. 34b) to stabilize 
their fragile economies. The Fund is in discussion with several other key economies and has also set up 
a large liquidity facility for good performing economies that are innocently suffering collateral damage 
from global events. As this crisis spreads, it's highly likely that the Fund will need to tap a large share of 
it resources and could potentially exhaust available lending balances. In the spring of 2008 the IMF 
shareholders agreed to submit to members a comprehensive reform package. The Bush Administration 
submitted this package to the Congress in November of last year. The package includes such changes as 
a quota increase, re-balancing of voting rights , flexibility in how the Fund manages its investment 
portfolio and proposes a sale of a small percentage (about 12.5%) of it gold holding. While I would like 
to have seen a more robust reform proposal, especially regarding issues of governance and resources, I 
would urge the Congress to approve this package as soon as possible to ensure that the IMF has the 
legitimacy, stature and resources to serve its critical role in global macro-economic stability. 

We should also ensure that world's poor and most vulnerable do not suffer greatly in this crisis. 
Mounting budget deficits and overwhelming domestic priorities will likely strain the developed world's 
capacity to meet, let alone exceed, development assistance pledges. This is no time to short-change our 
commitments and I urge the Congress to ensure that our bilateral and multilateral assistance obligations 
are fully funded. 

4. ) Address global imbalances. As a result of the expected large increase in the U.S. household saving 
rate and dramatic fall in consumption and investment, we will likely witness some dissipation in the 
large imbalances that have characterized the global economy over the past decade. However, 
policymakers should endeavor to undertake additional policies to further reduce these imbalances but 
do so in a way consistent with restoring global growth as quickly as possible and maximizing global 
growth over time. More specifically, the larger surplus countries (e.g., China, Germany, Japan, etc) 
should significantly increase domestic consumption and reduce domestic savings. Indeed, China has 
announced a large stimulus plans (15% of GDP over two years) and the EU has cobbled together a 
meaningful plan as well. More needs to be done, but the composition is critical. We also need to see 
greater currency flexibility in those places that it does not now occur, but we should proceed cautiously 
in the short-term to avoid unnecessary and potentially destabilizing currency volatility and actions that 
might trigger protectionist responses or "beggar thy neighbor" actions. The fragility of the global 
economy and financial system cannot now withstand a trade skirmish or confrontation. Further, 
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addressing issues of the appropriateness of exchange rate regimes and levels is best done via the 
multilateral channels of the IMF, which has such responsibilities as its central mandate. Addressing 
exchange rate issues just bilaterally will be regarded by many as lacking international legitimacy and 
driven by domestic political demands and agendas, and thus unlikely to achieve its objective. 

5.) Stabilize the long run fiscal outlook. The historically large deficits that we will run over the next 
couple of years (a post- WWII high of 8.3% of GDP this year alone) may be a necessary cost of returning 
the U.S. and global economies to a positive and sustainable rate of growth. However, the medium- to 
long-run fiscal outlook is not sustainable and, ultimately, deficits do matter as there are limits to the 
willingness and ability of investors to absorb such large sums of debt. Federal spending as a percentage 
of GDP will surge to around 25% this year, up from 20% in 2007. But longer term, outlays will rise as 
mandatory programs, now 8.5% of GDP and steadily increasing to 14.1% by 2030, take a larger share of 
our economic output. Revenues are expected to fall from 2007's 18.8% of GDP to around 16.5% this 
year and then normalize over time, but this normalization assumes that all the Bush Administration tax 
cuts are allowed to expire in 2010 and that the Alternative Minimum Tax (AMT) is no longer "patched" 
and thus sweeping in millions of taxpayers. The CBO's most recent analysis projects an additional $3, 1 
trillion in deficits over the next ten years. This projection contains many optimistic assumptions, such as 
the expiring tax cuts and the end of AMT relief, and thus likely understates what will actually occur. The 
Concord Coalition has done its own analysis based on the CBO's projects, forecasting an eye-popping 
$10.3 trillion increase in deficits over that period of time. This is on top of an already mountain of debt 
(i.e., $10 plus trillion) and enormous unfunded liabilities, which the Peterson Foundation estimates at 
$56 trillion. Moreover, reforming mandatory programs now, with most of the changes occurring in the 
out-years, would not negatively impact the near-term stimulus objective but would help bend the trend 
lines back towards a more sustainable pathway. Once Congress has finished its most pressing task of 
passing a stimulus package, it is imperative that we act swiftly and comprehensively to put our nation's 
financial future on a sound and sustainable basis or lest we may face other, more damaging crises in the 
future. 


Conclusion 

In sum, the global economy faces its greatest challenge in over a quarter-century, and possibly 
in the post-war World War II era. Policymakers need to move quickly and intelligently on a broad range 
of fronts. We need a substantial fiscal stimulus package to return growth to a positive and sustainable 
trajectory but we should spend wisely, remembering that once past this crisis we will need to 
significantly adjust our fiscal trends to a more sustainable basis. We need to stabilize the capital 
structure of the banking system by removing or ring-fencing bad assets and quickly outlining the 
contours and composition of a new regulatory structure. We need to support our multilateral 
institutions, especially the International Monetary Fund, in its efforts to promote macro-economic 
stability and assist those most vulnerable to an economic downturn. We need to find a new growth 
model that is not reliant on U.S. consumer-led, debt-financed consumption. Finally, we need to invest in 
the productive capacity of our country, especially in human capital, so that we can raise living standards 
and retain our position as an economic leader. 
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Chairman Conrad. Thank you very much. 

I now have a blow-up of the article in this morning’s Financial 
Times: “Economic pain to be ‘worst for 60 years.’” 




In that article, they note that the losses in the financial sector 
in the United States, they have increased their estimates — this is 
the International Monetary Fund — increased its estimates of credit 
losses on U.S. -based assets from $1.4 trillion to $2.2 trillion. You 
know, yesterday we were talking in this Committee about a trillion 
dollars, $2 trillion globally, $1 trillion here. That leads me, Dr. 
Johnson, to my first question, if I could. 

With respect to the economic recovery package that has come 
from the House, have you had a chance to review it? 

Mr. Johnson. Yes, sir. 

Chairman Conrad. How would you evaluate it in terms of being 
responsive to the crisis that we are in? 
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Mr. Johnson. I think it is responsive, I think it is certainly at- 
tempting to be responsive. I have been arguing, I think at least 
since November when I previously appeared before this Committee, 
that fiscal stimulus would not be sufficient. So I think, you know, 
while we can certainly have, continue to have a debate about the 
composition of the exact level — I think I suggested slightly lower 
numbers in November — what worries me most of all is, I think, 
what you and Senator Gregg and the other speakers have all al- 
luded to, which is: What are we doing about banking exactly, and 
with what money? And what are we doing about housing and, 
again, with what money? 

So I think my current position would be not to focus too much 
or get bogged down in a debate on the fiscal stimulus. I think you 
could adjust a little bit one way or the other, but I would keep it 
roughly as it is. Remember, the effect on financial markets if it 
gets stuck or if it gets massively cut back would be, I think, quite 
negative. 

Instead, I think you should take up the points that I think I have 
heard you make over the past few weeks, actually, Senator Conrad, 
which is let us think about the financial system now, let us think 
about it comprehensively and on a complete scale, rather than com- 
ing back in 4 or 5 months and saying, Oops, you know, we did not 
right-size the package last time and we regret it. 

Now, obviously, the scale of these things is a little bit different 
because fiscal stimulus is money you spend and then it is gone; 
whereas, money that you put into the banking system is hopefully 
an investment on which you will not lose the full amount. But I 
think these global loss figures that you are talking about are con- 
sistent with the view that there are a total amount of losses to be 
absorbed in the U.S. financial system of around between $1 and $2 
trillion for U.S. residents. Obviously, the $2.2 trillion is based on 
a particular view of where we are in the global cycle. The main rea- 
son the IMF numbers have gotten worse is the cycle continues to 
surprise them in terms of the debt and the associated losses. 

Chairman Conrad. It continues to surprise them on the down- 
side. 

Mr. Johnson. On the downside. Yes, absolutely. So their meth- 
odology I think has held up very well, but their take on the macro- 
economy has, unfortunately, been rather too sanguine of late. 

Now, if we were to just take these rough rules of thumb, how 
much would you need to provide or think through? I think you 
have to consider losses for U.S. residents between $1 and $2 tril- 
lion. And the question is: How much of that is absorbed by the 
Government in the form of higher debt, ultimately? And how much 
of that can be transferred to somebody else? The equity holders, of 
course, have already lost their stake, and it may be unwise to push 
too much onto creditors given what we saw after the failure of Leh- 
man. 

Now, but in order to manage that process of losses of $1 to $2 
trillion, you probably need an operation, a Government-backed re- 
capitalization and some form of clean-up of the balance sheet of 
these banks that will be considerably larger. I think I would put 
that — let us go at the working capital the Government would need 
for this operation — between $3 to $4 trillion, which is a large 
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amount of money, I understand, but that is not the total budget 
cost. It is not how it would be scored for your budget. It is not what 
you would expect to lose. It is the amount of money you would need 
to provide in terms of being able to recapitalize properly and with- 
draw in some form the toxic assets. 

Chairman Conrad. Let me stop you on just that point. What I 
just heard you say is that we would need working capital to deal 
with the financial crisis alone of $3 to $4 trillion? Did I hear you 
right? 

Mr. Johnson. Yes, sir. 

Chairman Conrad. $3 to $4 trillion. 

Mr. Johnson. Some of which would be provided, could be pro- 
vided by the Federal Reserve; some of which would need to come 
out as, I think, a new budget appropriation on top of the full $700 
billion for the 

Chairman Conrad. And how much would you see — you know, we 
have had $700 billion in the Troubled Asset Relief Program. How 
much in addition to that would you view to be necessary from ap- 
propriated accounts? 

Mr. Johnson. Well, I think it would depend on how much you 
are comfortable with the Fed, the role the Fed would play in this. 
I think if you could capitalize a vehicle with a total capital of, let 
us say, $500 billion and let the Fed leverage — provide the financing 
to leverage up the rest of it. Basically you are saying that there is 
a backstop from the taxpayer of $500 billion, and more capital will 
be provided if there are larger losses. 

Chairman Conrad. This $500 billion, if I can interrupt, would be 
on top of the $700 billion already provided? 

Mr. Johnson. Well, as I understand the accounting of the $700 
billion, there is about $320 billion left, although some of it was 
being spent this morning when I was coming in here, so I may not 
have the latest numbers on that. They say there is about 300 or 
slightly under 300 available there. I think I personally would take 
around about 100 for a housing refinance package, which leaves 
200 from that. And then in the meantime 

Chairman Conrad. Another $300 billion? 

Mr. Johnson. Yes, another 

Chairman Conrad. That is exactly the number I used yesterday 
in a meeting of Committee Chairmen, that we might well need an- 
other $300 billion, that we might expect the administration to come 
back to us in months with a request for another $300 billion. 

Mr. Johnson. I think we are independently arriving at a very 
similar conclusion on that. 

Chairman Conrad. Yes. Dr. Setser, what is your assessment of 
what is needed? What kind of overall resources are needed for the 
financial sector alone? And if you want to comment on the housing 
sector as well, Dr. Johnson mentioned $100 billion for the housing 
sector. What is your assessment of what would be needed? 

Mr. Setser. I have not looked in detail at the housing sector, so 
I will refrain from commenting on a subject which I do not feel like 
I have the full expertise on. I think a lot depends on the size of 
the financial sector recapitalization, as Dr. Johnson mentioned, on 
how much of the refinancing for that comes from the Fed or comes 
from other vehicles as opposed to how much comes from the appro- 
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priated funds which are used to buy bad assets, the toxic debt, the 
original proposal of the TARP. 

I think you probably need to remove a very substantial sum of 
bad assets off the balance sheet of the banks in addition to pro- 
viding new capital on top of the capital that has already been pro- 
vided, because I think you would likely want to buy those toxic as- 
sets at a level which is probably a little bit below the level that 
many banks hold those assets on their books. 

Now, you can come up with creative ways of coming up with the 
financing for that large purchase of assets. Not all of it has to come 
from appropriated funds, although clearly, as Dr. Johnson men- 
tioned, there needs to be a substantial pool of appropriated funds 
to provide the capital, the equity to backstop that facility. 

And so I am thinking, you know, you would want to remove $1 
to $2 trillion of bad assets off the books of the banks’ balance 
sheets. I think that requires a rather substantial pool of resources 
to back it up, probably at the higher end of that. 

Chairman Conrad. OK. Let us say that it is the range that you 
have given, $1 to $2 trillion. How much capital would we need to 
deal with that level of problem? How much equity — and, obviously, 
the only place that equity is going to come from is here. 

Mr. Setser. My personal 

Chairman Conrad. Twenty percent? 

Mr. Setser. I have not given that question the level of thought 
that I should. My personal preference would be to have more come 
from appropriated funds and less from the Fed, but I understand 
the constraints that exist. But I think that would be, to my mind, 
the better — the less leverage you use, the better. On the other 
hand, given the constraints on the use of taxpayer money, there is 
a strong incentive to make use of leverage. 

Chairman Conrad. So, Mr. Adams, what is your assessment? 

Mr. Adams. I think that is absolutely right. If you allow the Fed 
to use its balance sheet and leverage to deal with probably the 
worst-case estimate, then you probably need $600 billion in appro- 
priated funds. If we try to avoid using the Fed’s balance sheet 
which is being used for a variety of purposes, and given what we 
heard from the Fed earlier this week, it will be used for even addi- 
tional purposes going forward, then you will need to make up that 
difference with even more appropriated funds. 

So, at a minimum, you are talking about $500 billion, probably, 
and north of there, depending on whether you want to do it 
straight up or through the Fed. 

But you are absolutely right, we have to stabilize housing. Chair- 
man Bair of the FDIC has had several great proposals initially 
costed out at about $50 billion. I assume that is more given the de- 
terioration in the housing market. But until we stabilize housing, 
until we stabilize the banking sector, it is tough to do much of any- 
thing else. And I go back to your point earlier on the fiscal stim- 
ulus and repeat the phrase is “timely, temporary, and targeted.” 
The key is composition, and the key is getting it out into the econ- 
omy now. And only $170 billion of this package is actually spent 
in 2009. 

Chairman Conrad. Senator Gregg. 
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Senator Gregg. Thank you, Mr. Chairman, and I thank the 
panel for sobering but very lucid comments here. 

Let me pick up here. We basically have broken it into two issues 
here. One is the stimulus which is presently before us, and the 
other is the next event in this exercise, which will be an attempt 
to stabilize the financial balance sheets of our financial system, and 
that will involve, it sounds like in your estimates, a very significant 
new appropriations depending on how much gets leveraged by the 
Fed. And the Fed leveraging is essentially an expanding of the 
money supply, and they can do it. I mean, they can do $1 trillion. 
They can do $2 trillion. It is just a question of when that comes 
back to hit us as inflation, and certainly in the short run, that is 
not going to be a problem. But in the long run, that is always an 
issue. 

So I guess my question is this: Since we have the stimulus sit- 
ting here, which is now up to almost — well, if you throw in interest, 
it is over $1 trillion. It is $1.2 trillion if you calculate the interest 
in the stimulus. Shouldn’t we take some chunk of this, since it is 
sitting there right now ready to move, and move it over at least to 
address the housing issue, the $100 billion that Dr. Johnson was 
talking about, or some element of the housing issue to start taking 
pressure off that account which we know is at the core of the prob- 
lem housing and financial system? And there are two or three good 
ideas out there that I have heard about, but I would be interested 
if you folks have additional ideas that we might be able to use 
stimulus funds for. 

One is for the Federal Government to create a 4-percent, 30-year 
mortgage and open a window on that for 18 months, and we basi- 
cally subsidize the difference between 4 percent and 5.5 percent, or 
whatever the rate is. And that costs us — I do not know how much, 
but I suspect it is less than $100 billion. 

Another is to significantly expand tax credits to first-time buyers 
so that we create a huge incentive for the owner-occupant, for peo- 
ple to go out and buy a house and reduce inventory. 

Another is to fund directly the FDIC initiatives in mortgage for- 
bearance that historically FDIC has not been funded directly. They 
have always gotten — and they have a resistance philosophically 
over there to direct funding. But maybe it is time to put $40 billion 
in the FDIC for mortgage forbearance. It is my understanding that 
they would represent that a $40 billion funding would allow them 
to basically renegotiate upwards to 4 million loans which are on 
the verge of foreclosure. 

I would like your comments on those three as options that we 
should maybe use the stimulus package money for, taking money 
away from, for lack of better words, what is in the stimulus now, 
which is long-term expenditures which should have gone through 
the appropriation accounts, and instead have basically been put in 
there because certain appropriators have an interest in those Gov- 
ernment activities, and any other ideas you have. I will start with 
you, Dr. Johnson, because you specifically alluded that you had a 
series of ideas in the real estate area. 

Mr. Johnson. Thank you. Yes, I think — let me take the second 
part of the question first, what to spend it on, and then I will come 
to how much should you take from the stimulus, if any. 
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I think, you know, your point about — your other point in your in- 
troduction about inflation is very important. We have to, you know, 
not take around the fact — off the fact that inflation can come back, 
and I think distortions in the credit market would play a role in 
that. And, you know, I think while the 4-percent, 30-year mortgage 
refinancing is appealing, it is hard to see that we necessarily exit 
from that very smoothly. Once the Government gets into sub- 
sidizing massive general credit programs like that, I worry down 
the road about inflation 

Senator Gregg. Well, I am talking about putting a hard sunset 
on it. You know, it takes 67 votes to extend the program at the end 
of 18 months. 

Mr. Johnson. I think if it was a very hard sunset, the hardest 
that you can do, then perhaps that is worth 

Senator Gregg. A 100-percent vote. 

[Laughter.] 

Mr. Johnson. OK. But you understand, the point is that any- 
thing that gets the Government into the business of more perma- 
nently providing credit or underwriting credit I think is something 
that I would worry about. And I think that the FDIC initiatives 
scaled up to some degree — and I think there is also some good 
ideas there about how you use Fannie Mae and Freddie Mac, who 
do now work for the Government after all, and who do take over 
in the process when people default on assured mortgages, they take 
those mortgages out of the pool. They pay insurance to the holders 
of the securities. And then they have to deal with those mortgages, 
and they have to deal with those properties themselves. And you 
can, I think, take FDIC type ideas on forbearance and apply those 
to the mortgages that come in that fashion through Fannie Mae 
and Freddie Mac. Again, it is a question of spending some money, 
but $50 to $100 billion, I think, spent in this fashion would send 
a very powerful signal. And I think it would force us to get more 
deeply engaged with breaking this downward death spiral on house 
prices. 

Now, as for whether you should take it out of the stimulus, you 
know, I honestly think $50 billion here or there, the current stim- 
ulus level, does not really matter. That is not going to be the deci- 
sive factor in whether the economy turns the corner anytime soon. 
But I think if you start scaling the stimulus down dramatically, 
that may send the wrong signal to 

Senator Gregg. I am not talking about scaling it down. I am 
talking about the same number and moving it over to the target 
real estate instead of the long-term issues of education or health 
care or whatever is in there that are traditional appropriated ac- 
counts. 

Mr. Johnson. Personally, I would have preferred if the adminis- 
tration had come up with two separate initiatives so you could see 
very clearly there is a fiscal stimulus designed to target current 
spending and there is a housing piece designed to refinance mort- 
gages. But given that that is not where we are, then I think I 
would be supportive of taking as part of the total fiscal stimulus 
amounts — let us say $50 billion — and finding ways to use that to 
restructure or refinance particularly problematic mortgages, the 
2005-2007 vintages of subprime or Alt-A mortgages or ARM, ad- 
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justable rate mortgages that seem likely to move into foreclosure. 
At the moment, we wait for mortgages to — we wait for people to 
default, and then we try and figure out what we should do about 
it. Clearly, we should be getting ahead of that, including you need 
a program, a properly funded program to do that. 

Senator Gregg. Dr. Setser, do you have any views on how to ap- 
proach the stimulus and real estate? 

Mr. Setser. I do have some views on — unfortunately, I do not 
support moving funds out of the stimulus into this kind of initia- 
tive. I think that the process underway in the economy and the 
contractionary forces are such that you need to do both, and I am 
not in favor of reducing one to do more of the other. 

Goldman Sachs has estimated that the adjustment on the private 
side of the economy, the balance between savings and investment, 
is going to be a contractionary force around 6 percent of GDP this 
year. And that is because savings is going up because of the fall 
in household wealth, and it is also because investment is going 
down. 

I think that drag is so strong that you need to put money into 
the economy through the fiscal stimulus, and so I would prefer to 
see the housing stimulus done on top 

Senator Gregg. Well, if only 50 percent of the money on the 
stimulus on the appropriated accounts is going to get into the econ- 
omy within the next 2 years, is that accomplishing the goal? 

Mr. Setser. The more money that could be injected into the 
economy, the more quickly, and the more effective the stimulus 
would be. 

Senator Gregg. Thank you. 

Mr. Setser. On housing, I have — you know, I am probably the 
only person here who does not actually own a home, so I have a 
somewhat different view about falling home prices than those who 
do. And I would note that I think historically the problems that we 
got into have in some sense had to do with the fact that we tended 
to subsidize borrowing to buy homes as a part of the process of sub- 
sidizing homeowner ship. And so I would prefer initiatives that did 
not subsidize borrowing quite as much, and they found other ways 
to limit the scale of the losses to help people keep their homes. 
Some forms of loan modification are useful in that regard. 

And then also I would note here — and this goes a little bit to the 
subject of the theme of this hearing — that the borrowing rate on 
the conforming mortgages has come down because the spread on 
conforming mortgages has come down because the agency bond 
spread has come down, and that is because of the signals that the 
Federal Reserve sent that it was going to buy up some of these 
agency bonds in the market. And what that actually did was it off- 
set a move by China and other large central banks out of that por- 
tion of the market. 

So I think we have seen a big fall in agency rates that will over 
time, without any additional appropriations, help to provide addi- 
tional mortgage financing in the long end. 

Senator Gregg. If you could make yours brief so that we do not 
tie up more time. I am sorry. 

Mr. Adams. Yes, I support the 4 percent. I think CBO is trying 
to cost that out, and I look forward to that estimate. 



401 


Yes, I support the FDIC proposal, and, yes, I support the idea 
of taking some of those spend-out programs that do not kick in 
until 2012 and 2013, taking those funds and applying them to 
these programs. 

Chairman Conrad. Senator Warner. 

Senator Warner. Thank you, Mr. Chairman. I have got a couple 
of questions about the financial structure, although one thing I 
share Senator Gregg’s concern that we grapple with this real estate 
issue. My hope would be, as someone who somewhat reluctantly 
supported the second tranche of the TARP funds, there were some 
indications from the administration that they were going to be 
talking about that $80 to $100 billion into housing relief and fore- 
closure relief, and the sooner they get the details of that proposal 
out, I think the better. 

I want to focus my approach on the banks. Thinking back to the 
Chairman holding up the Washington Post’s chart from yesterday 
morning in the Business Section that had all of the banks, not just 
U.S. -based banks but all across the board, one of the things I am 
trying to sort through in my own mind is these banks have made, 
at least in retrospect, inappropriate decisions in some cases. We 
are looking at how we recapitalize them. And while I hate to see 
the decline in all these bank share prices, don’t we have to in a 
sense let some of the balance of this equity wash its way out? Don’t 
the existing equity holders have to continue to take some hits? So 
that we think about this recapitalization mostly being driven to- 
tally by the Government, there is an awful lot of money sitting on 
the sidelines right now in T-bills with not good returns. I hope that 
we think about not just a Government-only sponsored recapitaliza- 
tion, but how we get the private sector investors back in. 

The first question is: Are there examples from around the world 
avoiding what I think we would all want to do, nationalization of 
the banks the way the U.K. has done with the RBS, that we can 
let the market work its way, continuing with the existing equity 
holders, somehow guarantee that interim period before we get the 
private sector investors, one, back to the table? And, second, so I 
can get both of my questions out, and then all of you can respond, 
we have been, again, thinking about this bad bank idea and how 
we get these toxic assets off the balance sheets. One of the things 
I have not heard discussed is, if we think about a lot of other tradi- 
tional corporate entities who may have a bad line of business or a 
toxic asset on their balance sheet, oftentimes they will take it off 
their balance sheet, spin it off into a separate equity holding with 
separate shares of stocks, manage it themselves so the Government 
would not have to take it over. And if, for example, the Citi’s and 
the B of A’s rolled out their toxic assets into a bad bank that would 
be off balance sheet, that would have a separate corporate struc- 
ture that they would retain some level of ownership in, wouldn’t 
that free up at least the private side, then we might need some 
guarantee on those toxic assets? But wouldn’t that also make it 
easier, again, for private sector resources to flow into the existing 
good bank now and not again have the Government end up owning, 
managing, and operating, which it does not do a very good, a bad 
bank? So in any order you would like. 
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Mr. Johnson. Senator Warner, I completely agree with the gen- 
eral sentiments you are expressing there, which is we need to get 
the private sector to invest in the banks, and obviously the existing 
equity holders have been largely wiped out. And as you say, there 
is plenty of money waiting on the sidelines. So private equity, for 
example, would be my leading candidate. 

They will not come in, I do not think, until they feel both that 
the general macro economy, you know, is somewhat more clear, 
and also that the specter of nationalization is completely off the 
table. So they might have to feel the banking sector has turned the 

corner that they are not going to get wiped out. And I 

Senator Warner. And, Dr. Johnson, does that mean, though, 
that we have to actually then — I do not want to take it to the ab- 
surd level, drive out all of the existing equity that are currently 
there before they will get that confidence level? 

Mr. Johnson. No. No, you do not have to drive out all the exist- 
ing equity, but the question is exactly this level of uncertainty 
around the toxic assets. So let us say you say to them come in now, 
you know, we, the Government, will help you find decent terms, 
and, you know, given the way these banks have been run, we will 
put a lot of pressure on through the regulators to sell. They are 
still going to worry about the liabilities they are taking over or 
their responsibility for these bad assets. And that is a tough prob- 
lem to solve. You discussed a couple of ideas that I think would 
work in terms of splitting the balance sheet and providing some 
sort of backstop guarantee, so this was done in the Citigroup 2 deal 
in November before Thanksgiving. It was also done for UBS in Jan- 
uary. 

I think the scale of both deals was insufficient. They did not 
cover enough of the balance sheet, so it did not sufficiently reas- 
sure the market. Also, the macroeconomy has continued to turn 

down since then. But I think that is an approach 

Senator Warner. Again, just a clarifying question. In both those 
cases, the banking institutions did not spin out those bad assets. 
While we guaranteed them, they did not spin them out into a sepa- 
rate entity that would then allow kind of a cleaner bank to 

Mr. Johnson. Right. That is hard to do because you are still — 
the creditors — you know, under existing — unless you can change 
the law quite quickly, the existing creditors have a claim on the 
good — you cannot say to them, OK, you get this, you now have a 
claim on the bad bank and not on the good bank. It is all inter- 
twined. It is very complicated to split it in that fashion and to sort 
of remove — you have to use — this is where you are using the Gov- 
ernment guarantee, so you are requiring the bank to take the first 
loss in both the Citigroup 2 deal and in the UBS deal that they 
did in Switzerland. And then the Government basically is going to 
have to absorb the rest of the losses. 

Now, the problem with that deal is it is not very transparent. 
You do not know exactly what the value proposition is to the tax- 
payer there. And I personally would prefer more upside for the tax- 
payer, for example, in the form of recapitalization, the Government 
gets compensated with warrants. They cannot exercise those war- 
rants themselves. They cannot get voting stock for the Govern- 
ment. But they can sell them to people who are on the sidelines 
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and, therefore, basically sell controlling stakes in these banks to 
other private parties. That I think would promote the right kind 
of restructuring and change of management that you would need 
at these banks. 

Senator Warner. Just to be clear again, so that if the Govern- 
ment came in with this recapitalization, they could then clear a 
secondary market of these securities so that private investors could 
come in and take the place of the Government? 

Mr. Johnson. Exactly. 

Senator Warner. And then take the place of the Government — 
if there were no management controls in those shares, you would 
have to allow them then to convert into some level of management 
and oversight if the private sector came in. Is that right? 

Mr. Johnson. Yes. So I think what we are talking about is ways 
to get a co-investment with the Government and the private sector 
when there is a real timing issue. The private equity wants to wait 
on the sidelines until deals are getting done and they can sort of 
see resolution of the banking sector problems. But, of course, you 
need to bring a few guys in early. So what is the right way to 
incentivize that? And what is the right way to make sure that the 
Government gets sufficient — the taxpayer gets sufficient upside? 

Senator Warner. Please, gentlemen. 

Mr. Setser. I think the key to bringing in private money is con- 
vincing private investors that there are not bad assets lying around 
on the bank’s balance sheet, which they are putting — so that they 
limit the risk, so they are putting money in and they are going to 
get hit with a big loss on the existing bad assets. And there are 
a lot of different ways of accomplishing that goal, but almost all of 
them require the use of public financing. 

I personally prefer those structures which fully remove the bad 
assets off the balance sheet. But then if you do that at a price that 
is appropriate for the taxpayers, you run the risk of leaving the re- 
maining bank without sufficient equity. And then I think you have 
to find a structure which could involve private money for coming 
into the new bank that is left behind. But that new bank will also 
likely need some form of public sector recapitalization, the best I 
can judge. 

Mr. Adams. Senator, I would recommend you probably have to do 
both, especially using a ring fencing insurance mechanism for 
whole loans, which it is much more difficult to value in price. So 
I was just using a combination. 

I like the idea of taking the assets cleanly off the balance sheet 
so that private investors have at least a better sense of what they 
are getting. I agree with you there are tens of billions of dollars of 
private equity sitting on the sidelines ready to invest in financials. 
But the other issue, too, is the regulatory uncertainty. Congress 
this year will rewrite sweeping financial regulations. We do not 
know what that looks like. 

So in some ways, you really do not even know what you are buy- 
ing if you are going in and buying a financial now, and you do not 
know what kind of financial regulatory structure under which you 
are going to have to operate. 
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So sending early signals about the contours and composition of 
what a regulatory change might look like could remove some of 
that certainty. 

Senator Warner. I know my time has expired, but perhaps later 
one other question I would love to have goes into the real estate 
section. As we think about all of these mortgage modifications re- 
lated issues, I would be interested — and, again, perhaps you can 
get back to me on this. The fact that we have taken these mortgage 
instruments and so sliced and diced them, so securitized them, so 
created all these ancillary obligations with the credit default swaps 
and all the other tools out there, doesn’t that really make it dra- 
matically harder, even if you have got the right program in place, 
to actually process the mortgage modification? Because you are 
going to be stuck with years of lawsuits unless you can do some 
major make-good. 

Senator Stabenow [presiding]. And we will leave that answer for 
another time. 

Senator Gregg. The answer is yes. 

[Laughter.] 

Senator Stabenow. Senator Alexander. 

Senator Alexander. Thank you, Madam Chairman. Thank you 
all for coming. I have two questions, and I will state them first and 
then make a little preference. 

First, shouldn’t we really be doing all this at once — housing, 
banks, stimulus — so we can see the whole picture and how much 
we are being asked to appropriate from the tax payers? And, sec- 
ond, are there any lessons, since this is a global discussion, from 
the rest of the world about how large our debt level ought to go? 
What are the reasonable limits? 

Now, let me make my preference. As I notice looking around the 
room here, every one of us used to deal with real money. In other 
words, we worked for the State government. We were either Gov- 
ernor or Speaker of the House or something else. And as I have 
looked at the stimulus package, it is just staggering to me. The 
State of Tennessee is about to get $4 billion from the Federal Gov- 
ernment for this so-called stimulus package. If we got $4 million, 
we would consider that nice. If we got $40 million, that would re- 
quire a 2-day meeting to discuss what to do with it. Four hundred 
millions is as much as a new State income tax would bring in, and 
the last Governor who suggested that got run up into the Smoky 
Mountains and no one would even have dinner with him. 

This is $4 billion — $4 billion. And in the House, they just stuck 
in almost $100 billion over the next 2 years to increase the Federal 
Medicare match, which is bound to go into the baseline over the 
years. And if I am not mistaken, it is as much money as we spent 
on the entire appropriation for the new Part D Federal Medicare 
prescription drug program for all the seniors in America. This is a 
huge amount of money we are talking about. 

Maybe it is just my old Governor background, but the idea of 
saying, well, we need a trillion dollars, and then just let us spend 
it with whatever comes to mind, just strikes me as very irrespon- 
sible. Especially when I hear all of you say, it seems to me, that 
inevitably we need to appropriate — that means raise taxes; that 
really means borrow money — so that we can properly capitalize 
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something to take the toxic assets out of the banks. That might be 
another four, five, six, seven, eight hundred billion dollars. You 
were really saying, Dr. Setser, as high as we could go and tolerate 
so that we do not use too much of the leverage of the Federal Re- 
serve. And then there seems to be general agreement that we 
ought to do something effective about housing, and that might be 
another few hundred billion dollars. 

So why should we not be thinking about this all at once? Two 
or three or four hundred billion dollars for housing, four, five, six, 
or seven hundred billion dollars for toxic assets, and then an 
amount for stimulus with some strict definition of what we mean 
by stimulus. And I think it would be helpful to us to learn also 
from you what lessons can we learn from the rest of the world 
about how high our debt level ought to be before people, as one of 
you said, start choking on the notion of buying treasury bonds. 

Mr. Adams. Indeed, Senator, we should think about this in an in- 
tegrated fashion, and if you want to address consumer confidence, 
which is now at an all-time low or the lowest since they have been 
tracking the numbers since 1967, there is a certain desire to want 
to have a shock-and-awe approach to it to at least get consumers’ 
attention that, in fact, circumstances may change, and they may 
change soon. 

So you are absolutely right, Senator. We should think about it 
in a comprehensive, integrated approach, and that is certainly 
what the new administration has indicated they want to do. And 
I would hope that over the next few days or week they roll out 
something that looks comprehensive. 

Senator Alexander. Well, we will have already borrowed a tril- 
lion dollars. 

Mr. Adams. Yes, sir. That is why we need to stress that these 
things need to be looked at as pieces of a broader whole, and I 
think that is exactly what we are trying to do here today, Senator. 

On your other question about how much is too much, well, we 
do not really know. Some of it is a function of near-term deficits, 
but it is also a function of your longer-term fiscal viability. We ben- 
efit from having the world’s reserve currency. We benefit from hav- 
ing the gold standard bonds of fixed-income instruments, and that 
benefit accrues to us for a whole host of reasons. But there is noth- 
ing set in stone that that has to continue in perpetuity. We have 
to manage our resources in a very sober fashion, and what I am 
worried about is not the trillion-dollar deficit we will run this year, 
but our long-run fiscal outlook that will add trillions over the next 
10 years and trillions between now and mid-century. And I think 
that is when markets begin to start pricing into expectations that 
our instruments are not as worthy as they once were. And people 
will probably continue to buy them, but at what level, at what 
price. And we will probably have to pay a higher return. We will 
probably have to bribe creditors to buy more of our debt. And I did 
say that we are going to choke on debt. The world is going to be 
flooded with treasuries over the next 24 months, and we have to 
hope that there are enough borrowers out there, enough creditors 
to lend us money. 

Mr. Setser. I think I understand the concerns about the scale 
of borrowing, but I would just note that we are dealing with an eco- 
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nomic contraction of unprecedented scale. We are dealing with a 
mortgage problem, excesses of, you know, numbers of underwater 
mortgages of unprecedented scale. And we are dealing with prob- 
lems in our banking sector, not just the S&Ls or a portion of the 
banking sector, but the core of the banking sector of unprecedented 
scale. 

International comparisons suggest that getting out of any of 
these combined crises are extraordinarily costly, and we should be 
cognizant of that. But I do not think there is an alternative, unfor- 
tunately. 

When it comes to assessing the level of debt, it is a function of 
both the stock of debt, but also, obviously, the interest rate on the 
debt. Right now the interest rate has come down, so the projected 
interest costs for 2009 and 2010 are actually a little bit lower than 
they were in 2007 because of the large fall in the average interest 
rate on the debt stock. 

I think you have to start to worry when the two start interacting 
in a way so that the stock is going up and the interest rate is going 
up, and you are facing ever rising interest costs. 

Forty percent debt-to-GDP for most industrial countries does not 
raise a lot of concerns. Sixty percent for major industrial countries 
with a lot of credibility — and I think we remain such a country — 
does not generally raise a lot of concern. If you get to the 80 to 100 
percent of debt-to-GDP ratio — and by here I mean marketable debt- 
to-GDP — I think you start to get into worries. 

Senator Alexander. Where are we today? 

Mr. Setser. Forty-something. 

Mr. Johnson. Forty-one percent is the current estimate of pri- 
vate sector holdings of U.S. Government debt. The CBO says by the 
end of 2010, it will be 54 percent before the fiscal stimulus. I would 
guess you figure on 8 percent from the stimulus if it does not get 
out of hand, so that is 62 percent. Cleaning up financial systems 
around the world of this kind of scale or fiasco costs between 10 
and 20 percent. That is in addition to net private holders of Gov- 
ernment debt. So that pushes us close to 80 percent of GDP. Now, 
that is a high level of debt, without any question. 

And I think to answer your question, Senator Alexander, we 
should be considering all these things together. We have to. I hope 
the administration is putting together ideas and proposals on how 
they use the TARP funding that will address the housing and 
maybe the financial sector issues at the same time. I do not think 
that is enough, and that was the discussion with Senator Conrad 
earlier. I think an additional appropriation will be necessary to 
deal with at least the financial sector problems, and perhaps the 
housing problems, depending on what approach you want to take. 
And I think you do need to consider it as an integrated whole, be- 
cause it is just one level of Government debt, and it is one Govern- 
ment, one confidence in the Government, one credit rating, and 
that needs to be safeguarded. And, of course, I think — and this is 
the point Tim was making a moment ago — Social Security and 
Medicare reform becomes incredibly important in this context, be- 
cause we have eaten up all the safety buffer that we had before. 
All the ability to sort of postpone resolution of those issues, it is 
gone. 
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Greece started, as I said before, with 90 percent of GDP, and I 
chose the example of Greece exactly because that is where the 
United States could end up, and that would not be a good place. 

Senator Alexander. Thank you. 

Senator Stabenow. Thank you. I will take my turn at this point 
and then turn it to Senator Graham. 

Thank you very much for very sobering statistics and informa- 
tion. I do want to start by just indicating to my friend from Ten- 
nessee that if Tennessee would like to forego the $4 billion they are 
receiving in the stimulus, the State of Michigan at 10.6 percent un- 
employment, and rising, would be happy to accept that. So we can 
maybe work something out there. 

More broadly on the stimulus, I think it is important to say that 
the reality is our country, our Government should have acted soon- 
er on the issues that are in front of us. I remember having con- 
versations 2 years ago with extremely knowledgeable, credible peo- 
ple in the housing industry, raising red flags about what was hap- 
pening in the subprime market, indicating that exactly what has 
happened would have happened if we did not act boldly. There 
were proposals. They were not supported. The actions were not 
taken. And we are where we are. 

And so we are now at a point where there are not easy or good 
answers, and it is an incredibly difficult and a huge crisis that we 
are trying to work our way out of. 

But I think it is also fair to say we have to do something dif- 
ferent. The same philosophy that put us here will not get us out 
of here, in my opinion, which is why we are trying to do some 
things different. They may work — well, we certainly hope they 
work. I believe they will work. But it will not be perfect, probably. 
But we also I believe, need to act as quickly as possible to begin 
this because every day the numbers get worse and worse and 
worse, and inaction is not going to help. 

So I would love to see us do it all at once. I think we have to 
look at the big picture. But given the fact that it does take time 
to do it, I would much prefer that we get going. And I certainly 
think that the people in this country want us to get going. 

A couple of questions, more back to the good bank/bad bank. I 
know you have talked extensively about that. But I wonder. We 
have talked a lot about taking the toxic assets off of the books, cre- 
ating the bad bank and so on. There are those who would argue 
that we should do the reverse: capitalize a good bank, and with a 
time limit. I understand the implications of that, but with some 
several-year time limit and that going that way rather than taking 
the bad assets off the books and then having to recapitalize the 
banks that are left, it is a different way of looking at it. And I have 
not really heard you specifically talk about that, whether or not 
that make sense to attempt the reverse and create a good bank 
rather than creating a bad bank. 

I wonder if someone — Dr. Johnson? 

Mr. Johnson. Sure, I can take that. Yes, I think there are a 
number of good ideas out there, and I think the whole idea is that 
we could get going quickly, by the way. I am not saying we should 
sit around for 3 months and discuss this. We need to act quickly. 



408 


We have been sitting around for 3 or 4 months, actually, and we 
have not made a lot of progress so far. 

So I think you could think about putting capital into either new 
banks — you could charter banks, and you could charter them and 
sell them to the private sector, for example, if you felt that was an 
issue. Or you could find ways to put additional capital or to enable 
this strong — some of the strong local regional banks that do not 
have these problem assets, you could find ways to enable them to 
scale up their activities. 

The problem is that you would still have these very large banks 
looming over the economy, and there would still be the question of 
what are you going to do about a Citigroup or potentially about a 
Bank of America. And until you address that issue, there is a sys- 
temwide concern with regard to financial markets and the financ- 
ing of business. And there is a budget concern also. So who is going 
to pay for the clean-up of those banks eventually? 

And the market is quite good at this kind of the logic where they 
say, well, nothing is happening, it is going to get worse, and then 
they are going to nationalize. Unless you show them there is — I 
think nationalization would be a disaster in this country. I really 
do not think that is the way you want to go. But unless you show 
the financial market there is a credible alternative for dealing with 
the problems, yes, you can say, look — if you wanted to, you could 
say we will try and get more of the new lending out through other 
channels, but we also have a strategy for dealing with these exist- 
ing banks. We are not just going to pretend they are not there. I 
think as long as you do not lose sight of that, then various ap- 
proached would be fine. 

Senator Stabenow. OK. Dr. Setser? 

Mr. Setser. I generally agree. I think the core advantage of put- 
ting — on the assumption that we put capital into all banks, includ- 
ing the existing banks with bad assets that would need large sums 
of additional capital and would really recapitalize in a way that 
would be convincing and allow them to continue to lend, I think 
you are effectively saying that the Government would become the 
largest equity owner of several of the major banks in this country, 
which is a reasonable policy approach if you are willing to accept 
the consequences of that policy approach. 

What it does not — it avoids having to set a price on the toxic as- 
sets because you are putting equity into the banks, the banks still 
keep the toxic assets on their books. That has the advantage of you 
do not have to figure out what the right price is. It has the dis- 
advantage of no one knows what the price is, which tends to make 
it harder to get new capital into the banking system, and I think 
it runs the risk of creating a situation where those who are run- 
ning these large banks with all these bad assets are going to just 
sit around and do nothing and hope everything gets better, because 
if everything gets better and they have marked the toxic assets 
down to some level, then they can get them — mark them back up, 
get a big profit. And, you know, if things get even worse, well, what 
is the worst that happens? Well, the Government puts in more 
money. 
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So it does not necessarily provide a resolution inside the banks 
on what to do with the toxic assets. So my guess is you need to 
do both. 

Senator Stabenow. OK. And I do have one other question, but, 
Mr. Adams, did you want to comment on this? 

Mr. Adams. No. 

Senator Stabenow. All right. To followup on what Senator Gregg 
was talking about in terms of a proposal that we have heard in 
terms of low mortgage subsidizing of, you know, 4-percent, 30-year 
mortgages with a sizable tax credit for first-time homebuyers was 
the philosophy of saying rather than just focusing on mortgage 
foreclosure mitigation, but let’s gets people buying houses again, 
let’s get people who can buy houses to buy houses, and doing it 
that way. 

I wonder if you might just speak a little bit more about that. I 
know, Dr. Johnson, you were saying you would be concerned about 
the long-term implications of the Government coming in and sub- 
sidizing interest rates and so on. But the idea of — rather than — 
and I know we need to do some of both, but not just focusing on 
foreclosure mitigation, but how do we get the general economy, the 
housing economy going again so that people who can purchase 
homes will purchase homes and we will start the economic activity 
around housing that we have been missing. 

I wonder if any of you would comment on that. Mr. Adams? 

Mr. Adams. Yes, Senator, I like the idea. I think it is bold, it is 
clean, it is broad-based, and I think it will prove effective. We do 
not know the costs, and we do not know the costs in pure budget 
terms, and there is a variety of ways of doing it. Again, the Fed 
could use their balance sheet. Someone will have to subsidize the 
difference between the market rate and whatever rate, 4, 4.5 per- 
cent. And I know this idea has been kicked around. 

In fact, I think we need to make a threshold decision we are ei- 
ther going to do it or not do it because I think what you do is you 
paralyze a lot of buyers who are sitting on the sidelines thinking, 
well, I might go buy a home, but I am going to wait and see if this 
4.5 percent thing materializes. 

On the first-time homebuyers’ tax credit, I think the problem is 
first-time homebuyers just cannot get access to credit, so even if 
they have a tax credit, first you have got to have someone who is 
willing to extend you credit to actually buy the home, to get the 
mortgage. And that is where the real problem is. 

So I think we have got to unfreeze the financial system, and we 
can do that in a variety of ways. But I like the 4, 4.5 percent ap- 
proach, and I like the FDIC approach of addressing the foreclosures 
and the wave of foreclosures we are going to experience throughout 
this year. 

Senator Stabenow. Thank you. 

Mr. Johnson. If I could just add one comment to that. 

Senator Stabenow. Yes. 

Mr. Johnson. When I worked at the IMF, the IMF was the cus- 
todian of fiscal prudence and warnings for lots of countries around 
the world. One of the big things that you would always warn gov- 
ernments about is getting too involved in the credit process. 
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Now, I take Senator Gregg’s point that perhaps in the U.S. it is 
different. Perhaps the U.S. really can make this absolutely water- 
tight in terms of any kind of influence or directed credit or, you 
know, various kinds of things that in 189 countries in the world 
this would go badly off track. But I do want to raise that flag and 
tell you it is extremely dangerous from that point of view. That is 
the international experience. 

Senator Stabenow. Thank you very much. 

Senator Graham. 

Senator Graham. Thank you. This is an amazing country where 
people like me will decide these things. 

[Laughter.] 

Senator Graham. I mean, I say that very openly and honestly. 
The political system is better than the alternative, but as I sit here 
and listen about the different options and combinations, I am 
thinking as a politician, now what I sell people back home? Be- 
cause this is not going to work forever. We have got probably one 
more shot at this. 

The TARP, you were very brave, by the way. I voted for it the 
first time. Do you think the first $350 billion was wisely spent? 

Mr. Setser. I guess I will take that. It probably was not spent 
as well as it could have been, but I think we have to contemplate 
the consequences of not putting money into the banks. And I think 
the consequences of that, to be blunt, would have been the failure 
of several major institutions. 

Senator Graham. Dr. Johnson? 

Mr. Johnson. No, I think the money was largely wasted. I think 
the support provided by the Federal Reserve to the financial sys- 
tem in September and October was decisive and excellent. I give 
them full marks. The TARP I money was largely wasted. 

Senator Graham. OK. Mr. Adams? 

Mr. Adams. I think the money should have been used for what 
it was sold to be used 

Senator Graham. Now, can I interrupt? That is the problem that 
I have got, is that I was told A and they did B. I think we need 
to investigate whether or not they were honest with us to begin 
with, because we are not going to do this a bunch more times. That 
is a technical term, but we are not going to do this a lot, because 
people are running out of trust and patience with us up here. 

So I was told we are going to get these bad toxic debts off the 
books. That made sense to me. I did a news conference in South 
Carolina in front of a Fannie Mae house that was in foreclosure 
saying that we are going to buy this house and 1 day the economy 
is going to get better; the house will sell, and we will get some of 
our money back. The next thing I know, they are giving money to 
every bank in the country, some of them who do not even want it, 
and nothing much has happened. So we got a second chance at the 
next $350 billion. 

So from the financial point of view, would you urge the new ad- 
ministration to take the next $350 and deal with the toxic asset 
problem or the housing problem? 

Mr. Johnson. Well, my recommendation would be to do both, 
and I think — you have to recapitalize the banks, and I think that 
is what we were just discussing. But if you do not remove the toxic 
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assets, then the capital is going to be impaired right the get-go and 
the private sector will not come in and help you. 

Senator Graham. Well, see, that is what we need to know, be- 
cause $350 billion will not allow you to do both. And we are going 
to get into this deal of, well, you spent $350 billion more, what the 
hell happened with it? So we need to let people — we need to make 
sort of a systematic approach to this. If you have got $350 billion 
that is going to be required to two things, not one, and it does not 
get you to where you want to go, we need to tell the people in 
America that $350 billion is not the solution. 

It is sort of like political triage here. The $350 billion is best 
spent how, Dr. Johnson? If you had to pick, what would you do 
with the $350 billion? 

Mr. Johnson. Well, as I said, I do not think you have $350 bil- 
lion left. I think it is down to about $300 billion. 

Senator Graham. Three hundred, whatever number. 

Mr. Johnson. I think that I would use $100 billion of that to 
capitalize a housing refinance scheme of the kind that we 

Senator Graham. Do you all both agree with that? 

Mr. Adams. Yes. 

Senator Graham. OK. So $100 billion of the $350 billion, this 
panel agrees should go into the people that are in foreclosure, 
right? 

Mr. Johnson. That is right, foreclosure mitigation. 

Senator Graham. OK. Now, there is the other aspect of housing, 
the excess inventory. In 1974, we had a tax credit that allowed a 
lot of inventory back then to be washed out because people could 
use the tax credit to make a downpayment. Do you suggest we look 
at that component of it, trying to come up with a hook to get people 
to buy this excess inventory, a one-time good deal? 

Mr. Adams. Yes, Senator. I do not know the budgetary costs of 
that particular program, but it is certainly worth looking at. 

Senator Graham. I think it is like $74 billion, but we are getting 
that scored. 

And the third thing is the 4 percent. Now, the thing that attracts 
me to most of that is I think people really will like it, and they will 
like me. 

[Laughter.] 

Senator Graham. And that is part of what we do up here, if 
we 

Chairman Conrad. Senator, that is a stretch. 

Senator Graham. Yes. 

[Laughter.] 

Senator Graham. Well, it is the closest they will ever to come to 
liking me. But the point is that from a political point of view, we 
have got to get people who have done it right to feel like they are 
getting something out of this. And you do not own a house, do you, 
Dr. Setser? My goal is to get you into a house. So if I had a 4-per- 
cent mortgage and I looked at the difference between what I owe 
on my current mortgage and 4 percent, that would be hundreds of 
dollars a month that I would have. If you repeat that a million 
times over, that helps the economy doesn’t it? I mean, that just 
does not help housing. That is really freeing up a lot of money that 
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would be going into the mortgage banking system that hopefully 
could go into the general economy. So is it a two-fer? 

Mr. Adams. It certainly will help household cash-flows, which are 
under stress, and will be more under stress as the year progresses. 
And it makes those assets, those homes, the value of those homes 
for the purpose of being on the balance sheet, the banks more via- 
ble and more accurate. So you are getting a two-fer. 

Senator Graham. So that is what I am going to tell people back 
home, not only by lowering your mortgage rate, that is good for 
you, it is good for the economy and it may address our bottom-line 
problem with the financial institutions more directly by having 
some of these assets. 

Mr. Setser. Let me, if I could add something, since I am the tar- 
geted audience for this 4 percent. 

Senator Graham. Yes, you are. 

Mr. Setser. I think what I would worry about is, you know, on 
one level it might make all of you a little bit too popular, in which 
case you would keep it on forever, and that would not make Dr. 
Johnson happy. But it would make me happy because then I would 
know that the price of the home was going to stay high forever. 

Now, if it is going to go away, I think what I would worry about 
is I would still be buying at too high of a price because of the over- 
hang, because I think, you know, frankly, home prices got too high 
relative to incomes. And I worry a little bit about policies that are 
directed at sustaining an unsustainably high level of home prices, 
fully knowing that if you keep home prices up, you help the banks. 

Senator Graham. Well, you have got to understand this: Every- 
thing we are doing, no one likes to do and it is unprecedented. I 
mean, if we are — that is no longer the test. There are things that 
the Federal Reserve is doing I never dreamed they would do. There 
are things I am voting for I never dreamed I would do. 

So an 18-month window that would be a hard window makes 
sense to me. If we are going to treat this problem as a global finan- 
cial crisis of historic proportions, I think Republicans and Demo- 
crats have to embrace things that we would never embrace before. 
And I do not like the idea of going into the marketplace and setting 
a Federal Government rate. That bothers me greatly. But it does 
seem to generate some solutions to more than just the housing 
problem. It seems to create a stimulus effect of its own by giving 
people more disposable income. It seems to migrate to the banking 
problem, to the financial institution problems. It seems to have a 
reach far beyond just making me popular. And I am being very se- 
rious about that. It seems to be able to connect the dots on many 
of these problems, but by itself is not enough. 

Dr. Johnson? 

Mr. Johnson. A couple things. Sorry to be a little negative. 

Senator Graham. That is all right. 

Mr. Johnson. Because it seems to be going in a direction, an at- 
tractive direction or you, but two things. 

First of all, close to 50 percent of all refinanced mortgages or 
mortgage that are rescheduled by the lender, close to 50 percent of 
them go into default within a year. So there is a question of if you 
want to do a broad refinancing package, which is what you are 
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talking about, or do you want to have something take your limited 
dollars and use that in a more targeted way to deal with 

Senator Graham. Well, you do both. I mean, the people that are 
in default, we have come up with ways to basically renegotiate 
your mortgage — and I know my time is up. Fifty-2 percent of those 
who got refinancing went back into default; 48 percent made it out. 
That is pretty good. I mean, I look at it as the glass half-full. 

What I am talking about is people who are not in default, people 
like myself, people probably here at this table, that would take ad- 
vantage of this one-time good deal. It would generate some revenue 
into the financial systems, and it would create some cash-flow for 
the American consumer that would help us down the road. 

And I would just end with this note. When it comes to the finan- 
cial institutions, I think the first $350 billion was wasted. And I 
do not know how you identify these toxic assets, but if we could do 
something like Senator Warner suggested where the Federal Gov- 
ernment does not have to do it all by itself and take all the risk 
and get some of the capital off the sidelines, I think we would be 
well served in that financial part. 

I would just end with this note. What I want to take from this 
hearing is go back to people in South Carolina and say that $350 
billion was not well spent, the next $350 billion can be better 
spent, but it is not nearly enough; $850 billion can be rearranged, 
but probably at the end of the day, that is not enough. 

Is that fair to say? 

Mr. Johnson. That is fair. 

Senator Graham. Thanks. 

Chairman Conrad [presiding]. I would say to the Senator, I 
think this hearing has been very powerful, both about the serious- 
ness of the challenge that we confront, that it is global, it is deep, 
it is worsening, and that we are going to have to do far more, espe- 
cially with respect to housing. And the question is: Where are those 
resources going to come from? And we are going to have to do far 
more about the financial sector. 

There is simply no way to have full economic recovery when 
housing continues on a downward trajectory, especially at this rate, 
and certainly it cannot happen without the financial sector being 
strengthened. All of the models that talk about job generation are 
based on the concept of a basically healthy financial sector, and we 
do not have that. And somehow it has got to be restored, and obvi- 
ously, based on this hearing, it is linked to dealing with the toxic 
assets, isolating them in some way, and clearly we need the multi- 
plier effect of Government funds unlocking private funds to help us 
lift this boat. And I think that is the clear message from this hear- 
ing from all of our witnesses that housing has got to be better ad- 
dressed, that the financial sector has certainly got to be better ad- 
dressed, and it is going to require hundreds of billions of dollars 
over and above what has been so far allocated. 

Senator Whitehouse. 

Senator Whitehouse. Mr. Chairman, let me make one quick 
point and then ask a question that follows up on what Senator 
Graham was getting at. 

The quick point is that my office has calculated that the Bush 
administration has added nearly $8 trillion to the national debt 
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versus where the budget was planned to go the day he took office — 
$8 trillion. And nobody had a peep to say about that this entire 
time. I mean, you ask most Americans, they do not even know that 
that is the kind of damage that was done. 

We are looking at a $50-plus trillion entitlement liability against 
which we have put zero, not a nickel; $35 trillion of that is Medi- 
care alone. So as alarming as some of these numbers are — a tril- 
lion, 2 trillion, 3 trillion, 4 trillion — faced with the clear and 
present danger that we now have of global economic collapse, the 
idea that we would now nickel-and-dime over $3 or $4 trillion when 
we let Bush blow twice that, and when we have got more than 10 
times that looming at us, most of it just in health care alone, you 
cannot have your priorities in sync if you feel that way. That is my 
point. 

My question follows up on what Senator Graham was saying 
about in a democracy in particular, the economy and the polity con- 
nect. And public faith has to be maintained, or else this whole 
thing falls apart. 

What experience do you all have with how governments did in 
other countries when there were these national economic wipeouts? 
In particular, if they were elected governments? And, in particular, 
if we got into situations where there was the widespread perception 
of scandal, of favoritism, and injustice? And I ask this question be- 
cause I put two things in counterpoint. 

We fought like the devil — and some people like Senator 
Stabenow fought as hard as she could — to try to support the Amer- 
ican auto industry. And we are fighting over maybe $18 to $30 bil- 
lion. The whole industry depended on that, and we had a huge co- 
lossal fight here about that. 

The Wall Street Journal has reported that there is deferred exec- 
utive compensation of the books of the Wall Street banks that are 
getting TARP money of $40 billion, and the woman who wrote that 
article says that that is a bottom-line number. If we are willing to 
put a whole industry at risk and we do not even have a means to 
look at $40 billion in deferred executive compensation, that if there 
were a bankruptcy would have been paid off at pennies on the dol- 
lar, because these banks have a public utility function, we cannot 
let that happen, so as a side bonus we are going to let their execu- 
tives walk away with $40 billion? That kind of stuff I think puts 
us at very grave risk of a catastrophic loss of confidence in Govern- 
ment as the pain really begins to sink in and people’s tolerance for 
this nonsense evaporates. 

So I would love your thoughts on not just the economic part of 
this, but what does this do to governments? 

Mr. Johnson. I think that I agree very much with the senti- 
ments that you are expressing, Senator, and I think you are exactly 
right. What we typically see when a country gets into a crisis and 
tries to engineer or reform its way out of it in various ways is var- 
ious kinds of scandals pop up, and this is, you know, the case in 
Eastern Europe, it is the case in Western Europe, pretty much all 
around the world. And these scandals, you know, really touch a 
nerve because public money in some form is wasted. Maybe the 
amount of money that has been wasted is small relative to the total 
endeavor, but it really, really annoys people and bothers them, and 
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governments fall. Usually we are talking about a parliamentary 
system of some kind so the government can fall and a new govern- 
ment can come in. And I would say that scandal-generated govern- 
ment turnover is the No. 1 or No. 2 cause of governments falling 
in these kinds of situations. 

So I think you obviously have a rather different system of gov- 
ernment here. The Government cannot fall in the same way. But 
you can have an enormous amount of 

Senator Whitehouse. Every 2 years it can. 

Mr. Johnson. Good point. But in the meantime, you can have an 
enormous amount of political and social backlash, and you can 
have a great loss of confidence in the Government. You know, to 
be honest, that is one reason I worry about this 4-percent mortgage 
refinancing deal. So that is a nice deal to make people very pop- 
ular, but if you start to see any kind of scandals coming out in and 
around — I am not sure what dimension of that program, you could 
see how the whole thing would start to feel, you know, pretty nega- 
tive for a lot of people. 

Senator Whitehouse. Dr. Setser? 

Mr. Setser. Well, I read, I guess yesterday, that Wall Street 
paid out the sixth highest level of discretionary bonuses in its his- 
tory, and it clearly did not have its sixth best year in history. The 
fact that some strong understanding was not reached with the 
banks at the time when equity was given to those banks, particu- 
larly those banks that were in the deepest trouble, which were 
known, that they would not significantly reduce the amount of dis- 
cretionary bonuses, reduce dividends, take their own internal re- 
sources and use those resources toward recapitalization, was, I 
think, a tremendous mistake. 

And when I say that I think the $350 billion was used nec- 
essarily, I think it was used in a way that was necessary given the 
fact there was not enough money to do what was originally pro- 
posed, which was use the appropriated funds to buy the toxic as- 
sets off the banks. You could not buy them at a price that would 
leave the banking system solvent and buy enough of them with 
$700 billion. So you were left choosing between bad options. 

I think the challenge now is to provide a big enough frame of ref- 
erence, of resources, so that you can actually do what is needed, 
and what actually is needed, you need to sort of go through the 
banks, force them to value their assets at a realistic level. Those 
banks that do not pass necessary capital requirements and cannot 
get additional capital in the market at that level will have to be 
provided, taken under the public wing, and other banks will be re- 
capitalized, and the bad assets will be moved off the balance sheet. 

Senator Whitehouse. You are back on to the economic question. 
My question to the panel was about what happens to governments 
when there is scandal in all of this and what is the experience. If 
you have something to say to say to that, I would love to hear it. 
If not, I would love to hear from the next witness. 

Mr. Setser. Let me just note that in many countries a demo- 
cratic election which installed a new government provided the basis 
for the recovery. Think of Korea in 1998 when the election of a new 
President, President Kim Dae Jung, allowed Korea to move on 
from the past to focus on what needed to be done. And then it ulti- 
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mately hinges on whether the new recovery program works. If it 
does not, then 

Senator Whitehouse. New government. 

Mr. Setser. New government. 

Mr. Adams. Senator, you tend to have social and political tur- 
moil. Just pick up the paper today, yesterday, the day before. East- 
ern Europe, Central Europe, Iceland has a new government today 
because of the financial crisis that they have endured. We have 
seen social unrest in Russia and China. And there are thousands 
of other incidents that do not make the with post every. So indeed, 
we are seeing it, and I submit we are going to see more of it over 
the coming year, which has implications for U.S. foreign policy as 
well. 

Back to State, it goes without saying that there has been exces- 
sive compensation. The market will take care of some of that. 
Guidelines from Congress will take care of some of that. The indus- 
try itself has come up with a set of self-regulatory standards which 
I think will address it. And I know there is some response on Wall 
Street, well, maybe we will lose some of this talent. That is fine. 
Maybe they will become teachers and engineers and doctors. 

Senator Sanders. Talent. Did you say talent? Some of the 
genuses who got us to where we are today, we may lose those guys? 
OK. I just wanted to be clear. 

[Laughter.] 

Senator Whitehouse. Mr. Chairman, I would like to make one 
observation off of this, and that is that if we look at government, 
writ large, basically there is stuff that government should never do. 
And then there is stuff that government can do within its author- 
ity, constitutional, statutory. 

There is a big range of government power that we can only de- 
ploy if the person who it is operating on has the right to a due 
process hearing. All the way back to Mrs. Fuentes and her stove 
in the Supreme Court case of Fuentes v. Shevin. Because we do not 
have bankruptcy eligible in these areas because of the public utility 
aspect of all of this, and because we have not built an alternative 
judicial or quasi-judicial place to get these determinations made, 
what we have done as a country is unilaterally disarmed all of the 
powers of government that bear on these individual property 
rights, and we right now are in incapable, literally, except by per- 
suasion — we can get our colleague Carl Levin to lean on Tim 
Geithner, to lean on Citigroup to junk their $50 million French lux- 
ury jet that they were buying. But you cannot win this battle wait- 
ing for one thing at a time to pop up and then leaning on people. 
We simply do not have the structure now to address what I believe 
are going to be socially disabling injustices in this system as we 
stand. And I appreciate the extra time to make that point. 

Chairman Conrad. Let me just add, I think it is important. 
There was reference to the first $350 billion by Senator Graham, 
and I did not want to let this hearing go by without saying my own 
view. If the first $350 billion had not gone out, I believe the finan- 
cial system would be in collapse today. I believe the Dow would 
probably be at about 4000. So while I do not think it was deployed 
in the most efficacious way, I believe — there is no question in my 
mind, and the testimony before this Committee yesterday was very 
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clear on this point. Without that first $350 billion, the financial 
sector would have collapsed. And I think that needs to be on the 
record. 

Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chair. 

Several of you alluded to the choice of using appropriated money 
versus having the Fed finance the additional capitalization of our 
financial sector. And I want to get a little clearer sense of the ad- 
vantages and disadvantages of those two approaches, if any of you 
could comment on that. 

Mr. Johnson. Sure. I think the point we talked about earlier in 
terms of the capital you need for one of these financial trans- 
actions. So there is some money — if you have a housing refinance 
scheme, I think that will be leveraged using access to the Fed in 
some form, and I think you do the same thing with the approach 
to the banking system. 

You have to engage in a level of nominal transactions, the 
amount of mortgages being refinanced, for example, that is sub- 
stantially in excess of what you could lose in any 

Senator Merkley. Yes, and I was referring to the financial sec- 
tor. I assume this was the recapitalization of the banks that was 
being referred to in terms of additional appropriations versus using 
the Fed. And I assume by the Fed, we are talking about the Fed 
lending directly into the banks. But if you want to add any kind 
of description of how that exactly would work, that would be help- 
ful. 

Mr. Johnson. Yes, I think you would have the Fed — you would 
have the Government set up an organization like the Resolution 
Trust Corporation of the 1980’s, and the Fed would lend — so it is 
a Government-owned corporation. The Fed would be lending to a 
Government-owned corporation, which is a completely safe loan. 
And that will provide you with a level of nominal transactionability 
for this RTC that you would need in the bank recapitalization and 
the toxic asset removal. 

So if you buy toxic assets at market prices, which is what I 
would strongly advocate in this situation — I think it is completely 
doable, and the only thing that is fair to the taxpayer — then you 
should expect to lose some money on some and make money on oth- 
ers. The total amount of loss would be far less than the amount of 
money needed to buy those toxic assets from the financial system. 
So, therefore, it is fair to capitalize this organization at some safe 
level, so cover the level of losses that you and the CBO think could 
be incurred, and then use Fed lending to this entity in order to 
scale up the operations. 

Senator Merkley. Do you picture in that — what type of interest 
rate exists between the Fed and this Government entity in that 
type of situation? 

Mr. Johnson. Well, I think that is a very interesting question. 
Of course, you are just transferred from one branch of Government 
to the other, and you obviously have a say over what the Fed does 
with its profits ultimately, anyway. So I think that you would be 
lending at something close to the rate at which the Government — 
the Government entity would be able to borrow at a rate close to 
what the Treasury can borrow at. Essentially, it is a form of Treas- 
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ury borrowing, but from the Fed in this instance rather than from 
the public. 

Senator Merkley. Anyone else want to jump in on this? 

Mr. Setser. I would be interested in Dr. Johnson’s reactions to 
this since I can take this an opportunity to learn as well as to pon- 
tificate. But, you know, I think the Fed already has extended a 
very large amount of credit to the financial sector, so you can envi- 
sion a world where, in effect — and that is being lent to a financial 
sector that has bad assets on its balance sheets to intermingle with 
some good assets. We are talking a sum in like the trillions of Fed 
credit to the financial sector. 

If the Fed, in effect, shifts from financing 

Senator Merkley. Can I clarify that? That is really lent at the 
Fed rate, which has been close to zero. Is that correct? 

Mr. Setser. It would have been lent at a little bit higher rate 
than that because it would have been lent against a range of as- 
sets. It would not necessarily be zero, but at very low rates, yes. 
And, you know, it would be lending to the Government presumably 
at a fairly low rate. The RTC entity. But if you can envision a 
world where, in effect, the Government ends up buying the bad as- 
sets and some of the credit that the Fed has extended to the finan- 
cial sector to support those bad assets now is now extended to this 
RTC-type entity, and so, in effect, it allows the Fed to exit from its 
existing bad loans, and so there is not a huge net extension of Fed 
lending. 

Now, personally I would prefer to do it in as clean a way as pos- 
sible with the least amount of embedded leverage on the Govern- 
ment’s balance sheet as is possible, so to have more from appro- 
priated funds and less from the Fed, because I think it is just more 
honest. But I understand the constraints that lead you to, in effect, 
set up an institution to go out in this case and borrow from the 
Fed. 

Senator Merkley. So in the absence of political issues, you are 
saying that it would be much better policy to have a direct appro- 
priation to fund such an entity. 

Mr. Setser. That would be my view, yes. 

Senator Merkley. Do you share that, Mr. Adams? 

Mr. Adams. Well, Senator, I think there is certainly a limit to 
how much the Fed can expand its balance sheet without causing 
concern, both near term and long term, as to what the effect is 
going to be. Are we simply going to inflate our way out of this by 
printing money? And if we are, that has implications for debt hold- 
ings around the world, our ability to issue new debt, and has impli- 
cations for our currency. 

So I think it is imperative for the Fed to think about what that 
limit might look like, although I am not sure it is knowable until 
you get there. And then how do we optimize the amount of room 
left given all the other missions that the Fed has decided they are 
going to take on, and some of it articulated in the Fed minutes just 
of 2 days ago. 

So you could use some of this appropriated money to cover the 
credit risk, the cost of credit defaults, because the Fed cannot take 
credit risk, and allow the Fed to use its balance sheet to leverage 
up. It is one way of doing it. 
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The other is the way Dr. Setser noted, which is a full, front-on 
appropriation. It is just a function of how much you think the 
world is going to tolerate an expanded Fed balance sheet. 

Senator Merkley. Well, and in that context, a number of years 
ago Warren Buffett announced that he was moving a lot of his as- 
sets into foreign currency because of the anticipation of a potential 
run on the dollar. And right now the dollar is stronger in part be- 
cause the rest of the world is ailing along with us. But is there a 
risk here that we are expanding our monetary policy in a way 
which means when the rest of the world recovers that we might be 
much closer to such a potential run, countries decided not to hold 
the dollar as reserve currency? Or is this a risk that you feel is 
pretty remote? And maybe just real short answers because I want 
to slip in one more question before my time runs out if I can. 

Mr. Setser. I would start to worry much more about that risk 
when the current account deficit starts to expand. Right now I 
think the current account deficit is coming down. But should the 
current account deficit expand, resume its expansion as it was be- 
fore, not contract, and the Fed be rapidly expanding its balance 
sheet and interest rates in the U.S. be very low, that would be a 
set of circumstances where I would start to worry. 

Mr. Adams. Senator, we should comport ourselves in a way to 
minimize the potential downsides to our currency, both short term 
and long term. 

Mr. Johnson. I think the dollar is heading toward a depreciation 
for the reasons you are alluding to, and I am not as worried about 
it as I think you are. 

Senator Merkley. OK. I wanted to — and, Mr. Johnson, I wanted 
to direct this to you because of your concern about the 4 percent. 
I once ready a study that analyzed the 4-percent loans to veterans 
coming back from World War II, and it said it was probably the 
most cost-effective investment this Government ever made for a 
host of reasons — because of the fact that it stabilized families, cre- 
ated a financial foundation from which those families succeeded. 
Those families then proceeded to spend a lot of money repairing 
their houses, so on and so forth. And so there is kind of a precedent 
for the Government getting involved in lending or setting a price 
on lending. 

So I wondered perhaps if you could expand on this. Now here I 
am thinking about the fact we are talking about the Fed lending 
what I think may come into the trillions directly into the financial 
world and maybe something less than a trillion through a Govern- 
ment entity. Why not have the Fed investing and lending directly 
to homeowners and stabilizing those homeowners, having the up- 
side on the demand for products within our economy and so forth? 
I am trying to get a little better sense of your concern on this. 

Mr. Johnson. Obviously, the U.S. Government has been involved 
in the housing market, in effect, and the cost of housing for a very 
long time. The program you mention is a good example. Fannie 
Mae and Freddie Mac, of course, are exactly designed with the sort 
of Government backing to keep the costs of borrowing down for 
people up to a certain level of mortgage. 

The problem is, I think, with all of these programs that they are 
very hard to contain and control. Targeting the veterans after 
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World War II, that is clearly a self-limiting group of people because 
the veterans come back and that is it. Right? 

The problem would be in 18 months, I think the economy might 
be starting to recover. Things, you know — we see green shoes 
throughout the world economy, and then people — and the program, 
of course, will be popular because you are putting money in peo- 
ple’s pockets. How could you possibly withdraw it at that point? 
The potential for it to become open-ended and for — I have abso- 
lutely no problem with the Government supporting the economy in 
various standard and innovative ways right now. But what worries 
me is if you open the door to a big, never-ending commitment or 
entitlement, a new kind of entitlement program, then I think that 
is very difficult and very dangerous, and I hope you go there with 
some trepidation. 

Senator Merkley. Thank you all for your expertise and your in- 
sights. My time has expired, Mr. Chair. Thank you. 

Senator Sanders [presiding]. Thank you. Senator Conrad had to 
leave, so I will be chairing this for a little while. 

Let me begin. The title of this hearing is “The Global Economy: 
Outlook, Risks, and Implications for Policy.” Before I ask you ques- 
tions about the financial bailout and the crisis on Wall Street, let 
me ask your comments on another issue. 

Compared to many other major industrialized countries, we do a 
pretty bad job in protecting the needs of ordinary people. Among 
other things, we have the highest poverty rate among industri- 
alized nations. Certainly 18 percent of our kids are living in pov- 
erty. We have the highest infant mortality rate. We have the larg- 
est gap between the very rich and everybody else. The top one- 
tenth of 1 percent earn more income than the bottom 50 percent. 
We are the only Nation in the industrialized world not to guar- 
antee health care for all people. Our people work the longest hours 
of any other people in the world. We surpassed Japan a while ago. 
There are jobs out there now which provide zero vacation time for 
people. 

So in terms of when a major economic crisis comes, somebody 
loses their job today, they are losing their health care, given the 
fact that we have done such a poor job in protecting the needs of 
working families and children, are other countries in some ways 
better prepared to deal with a severe economic downturn than we 
are? Dr. Johnson? 

Mr. Johnson. Yes, almost all other industrialized countries are 
better prepared. And it is interesting that we have to go through 
a discussion of a discretionary stimulus to provide additional forms 
of support, and I hope that is part of what will end up in the final 
stimulus package, addressing the kinds of issues you are talking 
about. In most other countries, that is part of what they call the 
automatic stabilizers. So that if you take France or Sweden or even 
the U.K., when the economy turns down and people lose their jobs, 
these additional benefits are available. 

Now, you can question if they are sufficient. I would not want 
to give you the impression that poor people get off easily and that 
this is not a terrible tragedy throughout the industrialized coun- 
tries. But the countries that have the same sort of problems that 
we are talking about here are more emerging markets. They are 
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countries that are at a half or a third of our income level, where, 
you know, people do not even register to be unemployed because 
there are no benefits that come with that, and they just have to 
go live with family members or find some sort of survival strategy. 

So I think you are right to identify this as a substantial problem, 
particularly if we think this is not a 6-month recession. If it is a 
V-shape — I think this is one reason why the officials are staying on 
the side of this optimistic view. If it is a V-shape recession, you do 
not have to worry too much because the jobs will come back. But 
if it is a U or if it is something longer lasting, then these are going 
to be first order of problems that have to be confronted, just as they 
had to be confronted in the 1930’s. 

Senator Sanders. Any other comments? Dr. Setser? 

Mr. Setser. I will just second what Dr. Johnson said. 

Senator Sanders. I apologize for being late, but I have not yet 
learned how to be in three places at the same time. There is legis- 
lation we are working on. But let me ask you this: My under- 
standing is that we have spent $350 billion on the first bailout. We 
have authorized the expenditure of another $350 billion. I gather 
all of you are in agreement that more money is going to have to 
go to the Treasury. I should point out I voted against both of those 
bailouts for a variety of reasons. 

And then, as I understand it, the Fed now has already lent out 
over $2 trillion. Does that sound right? And some of you at least 
were suggesting that the Fed may be asked to lend out or should 
be in a position to lend out many trillions more. Is that correct? 

Mr. Johnson. Yes. 

Senator Sanders. Now, I have a car, an old Saturn, which I 
think I paid $12,000 for 5 years ago. And if I go to my mechanic 
today and the guys says, “Well, you know, Bernie, your car is in 
pretty bad shape. It is going to cost you $10,000 to repair your 
$12,000 car,” I would say, “Well, let’s junk it. I am going to get a 
new car. 

At what point, how much money do you throw down a rat hole 
before you say, wait a second, maybe it is a good idea to do some- 
thing radically different? I think Mr. Merkley was talking about a 
moment ago using some of this money to provide low-interest hous- 
ing loans all over this country. I mean, if we took $3 trillion, you 
could rebuild America in a very substantial way. Why should we 
put $3 trillion more into an institution which has been corrupt, dis- 
honest, reckless, immoral? Is that what we have to say to the 
American people? Dr. Johnson? 

Mr. Johnson. Well, I think you are asking a very good question, 
Senator. And I think one way to think about it would be exactly 
to say at what point would you be willing to nationalize the bank- 
ing system of the United States. And that would be a totally — and 
by the way, in many other countries, industrialized countries, that 
is exactly what they would do at this stage of the game. 

Now I happen to think in the United States that would not go 
very well. But while I share, I think, and have spoken in public 
very similar sentiments to the ones you are expressing about the 
incompetence, and worse, the greed of Wall Street and the amount 
of damage that is done to us, I have also worked in a lot of coun- 
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tries around the world where the government has tried to run the 
banking system and it has not gone that well. 

So we are between the devil and the deep blue sea here. And I 
think my inclination is we stick with the devil for a little bit 
longer. We kind of know how we operate and we think we can get 
a handle on it. I may be wrong. Perhaps we come back and debt- 
to-GDP is 80 percent and we are in a terrible global depression. 
Perhaps at that point we nationalize the banking system and I say 
that I was wrong and you were right. 

I think my inclination, and Tim Geithner said yesterday, is we 
have had a private banking system for a long time in this country. 
It has kind of worked OK most of the time, we are trying to stick 
with it. I am supportive of that. But it is a risk. There is no ques- 
tion. It might go sadly wrong. 

Perhaps we should be nationalizing at this point. 

Senator Sanders. I personally do not know what the answer is. 
But I think your average American is saying that — these are peo- 
ple losing their homes, their jobs, their health care. And they are 
saying oh, OK, we will give these crooks who have caused this cri- 
sis trillions of dollars more. That makes a lot of sense. That is a 
good thing to do. And by the way, of course, in one way or another, 
we are quite confident they will manage to get personal bonuses 
and their fancy yachts or whatever they get. 

Yes, Dr. Johnson? 

Mr. Johnson. So just to be clear, the schemes that I am pro- 
posing for recapitalizing the bank system would involve new own- 
ers and those new owners would almost certainly throw out the 
guys who got us into this trouble. I think wholesale change of the 
management of the major banks, to me, would be absolutely essen- 
tial to moving forward. 

But I do take your point that still people may not really under- 
stand this, they may not deeply — they may not appreciate what we 
are doing. 

Senator Sanders. Other comments on that? 

Mr. Setser. Well, we have gotten ourselves into as you, I think 
appropriately, described it, Senator, an enormous mess. And I 
think whenever the political system or the financial system has to 
sort out who takes losses, it is an ugly process. And there are, 
broadly speaking, three groups that can take losses: the people who 
lent money to the banks, the creditors, the depositors, money mar- 
ket funds, international bond holders. We tried that with Lehman 
and we made a policy decision afterwards that the consequences of 
that were so severe that we could not go forward with that. 

Which leaves to groups: the equity holders and the taxpayers. 
The equity holders, I think, should take a very large hit. They have 
taken a significant hit. They probably should take more. If they sell 
their assets at a low price, that will happen. 

And then you are left with only one group left. And while I fully 
support the general sense that the economy that we have had over 
the past eight or even longer years has not worked as well as it 
should, we also have this overhang of bad debt that we are going 
to have to deal with one way or another. 

Senator Sanders. Mr. Adams? 
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Mr. Adams. Senator, the American people should be outraged. I 
am outraged at what has transpired and the cost of fixing this pro- 
gram. Unfortunately, if we are going to have a vibrant world class 
economy, we need a vibrant world class financial sector. And I 
agree, we need to make a whole host of suggested changes to man- 
agement. We need new leadership. I think we will get that. We 
have gotten it. We will get it more over time. 

It is painful to watch the amount of money that we have got to 
spend in order to make it a vibrant system, I agree. But I think 
it is a necessary cost to ensure the economic viability of our coun- 
try. 

Senator Sanders. You know, Dr. Setser, you used the word “We 
got into a mess.” I do not think that is quite fair. We did not get 
into this mess. A relatively small number pushed us into this mess. 
And I think that what we are looking at may well be — you tell me, 
you know more about this than I do — the most, maybe since the 
Depression anyhow, clearly the most severe financial crisis that we 
have had. 

And in truth, and again please correct me if I am wrong, this 
was really created by a pretty small number of people who were 
not content to make 15 or 20 percent a year. They had to make 40 
percent a year. They were not content with earning $100 million, 
they have to earn $500 million. They were not content with having 
$1 billion, they need $3 billion. 

You are not talking about millions of people. And I kind of resent 
sometimes the rhetoric that I hear from all over the place, “Well, 
we created this problem.” No, we did not create this problem, 
frankly. You did not. I did not. A handful of people created, 
through excessive greed and dishonestly creating all of these eso- 
teric financial tools which nobody understands. You have got tril- 
lions of dollars of credit defaults, swaps out there. No one knows 
what that means. 

So I guess the concern is A, how do you hold these people ac- 
countable? And then I just have strong doubts about going back to 
a system which any way resembles the system that we had. And 
I understand all the reforms that people are talking about. I am 
just not even clear that that is enough. 

And I take Dr. Johnson’s point — the word nationalization, to me, 
does not frighten me. But I understand that the Government does 
not do things particularly well, as well. 

So we have that difficulty of not trusting the people who have 
got us here, not trusting Government to do the right thing, and we 
have got to figure out way out of that. 

Dr. Johnson? 

Mr. Johnson. I think, Senator, one way to take your totally jus- 
tified anger and channel it, if we are still working within the pri- 
vate banking system, is to think about breaking up the big banks. 
I actually think these big, global financial supermarkets are the 
buggy whip of our age. I think they are a great idea whose time 
has long passed and we should get rid of them. 

And actually, I would suggest that when — if the Government 
comes in with capital, which I think it has to do, and the Govern- 
ment comes in with the right to determine who are the new con- 
trolling owners, I think you have to demand that — you should actu- 
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ally have some pretty strong antitrust provisions attached to that. 
Break up the banks. 

I think we need a world class competitive banking system, as 
Tim Adams said. I do not think they have to be big banks. And 
they certainly should not be so big they can get us — “they” can get 
“us” into this much trouble. 

Senator Sanders. Thank you for raising that issue. When I op- 
posed the first bailout, and I was on the floor, what I said was if 
an institution is too big to fail, then an institution is too big to 
exist. And that I think we have to take a very, very hard look at 
this. 

But what is heartbreaking, and I spent 16 years in the House 
and two in the Senate, is I have heard these fierce debates. Some 
of us want to do something to help children get a decent early 
childhood education. And hours after hours of debate, $50 million, 
we cannot afford to do that. We cannot afford — right now on the 
floor of the House we are talking about a few billion dollars to pro- 
vide health care for kids that do not have any health care. Oh, we 
cannot afford to do that. 

And yet, we are glibly talking about trillions of dollars to do 
what? Is it going to build any homes, create any factories? It is to 
bail out an institution which has fallen apart because of the greed. 

So if you do all that, what? We are back to where we were before. 
It is heartbreaking. 

But I think, Dr. Johnson, your point about right now, you sug- 
gesting that we should end — right now, we should deal with this 
too big to fail by not allowing institutions to be too big to fail. Is 
that what you are saying? 

Mr. Johnson. That is what I would make a condition. I am sure 
the Government is going to have to ultimately come in and recapi- 
talize the banking system in some form or another. I think you 
should insist on that as a provision of that recapitalization, the 
breakup of these monsters. 

I think too big to exist is a very good line and you should stick 
to that. 

Senator Sanders. OK. Any other comments that anyone wants 
to make? 

Well, you have been here for a long time and we thank you very 
much. Thank you. 

The hearing is adjourned. 

[Whereupon, at 12:10 p.m., the Committee was adjourned.] 
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Staff present: Mary Ann Naylor, Majority Staff Director; and 
Denzel McGuire, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. 

Senator Gregg is not going to be with us this morning, for obvi- 
ous reasons. He is the President’s designee to be the next Secretary 
of Commerce, and I want to say in this Committee what I have 
said elsewhere publicly, and that is that Senator Gregg’s nomina- 
tion to be the Commerce Secretary represents a great loss for the 
U.S. Senate and a great gain for the Obama administration. But 
it also represents a significant loss for this Committee. It is going 
to be very hard to replace Senator Gregg’s knowledge, his under- 
standing of economics, and his dedication to getting America back 
on track fiscally. And so when I heard the news, I had very mixed 
feelings. I thought the Obama administration is certainly doing 
itself a favor, but I will very much miss the partnership we have 
had on this Committee with Senator Gregg, and I think all mem- 
bers on both sides feel that same way. 

This morning I want to welcome CBO Director Elmendorf back 
to the Budget Committee. Today’s hearing will focus on health care 
reform. Specifically, we will examine some of the key issues and 
budget options that CBO presented in two reports on health care 
released last December. The reports represent the culmination of 
more than a year of work by the strengthened CBO health care 
team assembled by our former CBO Director, Dr. Orszag, who is 
now the Director of OMB. I want to commend the CBO staff for 
their outstanding work, and I want to thank Director Elmendorf 
for presenting the agency’s findings to us today. 

Let me begin by providing really a brief overview of the chal- 
lenges that we face. The news that we received in January from 
CBO about the deficit was dramatic and serious. We face one of the 
worst budget forecasts that I have ever seen. CBO’s estimate 
showed the deficit in 2009 would be approximately $1.2 trillion, 
and that is before any policy changes, before any economic recovery 
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package or other changes in policy. And, frankly, I have stated and 
I believe that that forecast itself is overly optimistic. And that is, 
I think, increasingly the conclusion of others as well, that this fall- 
off in the economy has intensified in the last several weeks. We 
saw in the January jobs number that nearly 600,000 people lost 
their jobs in the last month alone. 



I have shown this chart many times because I think it is so im- 
portant to make the point that we are building a wall of debt. The 
debt of the United States doubled over the last 8 years. It is set 
to, I believe, double again in the next 8 unless we change our long- 
term policy. I believe it is absolutely essential, once we have eco- 
nomic recovery underway, that we pivot and take on our long-term 
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imbalances, created largely by the entitlements but also contrib- 
uted to by the revenue base. 



Our long-term budget outlook is extremely serious. This is the 
Congressional Budget Office’s long-term debt outlook as it was re- 
leased in December of 2007. It shows just how serious our long- 
term outlook was before the current economic downturn and before 
adding in all of the Government’s economic recovery measures. The 
combination of the retiring baby-boom generation, rising health 
care costs, and inadequate revenues is projected to absolutely ex- 
plode Federal debt to more than 400 percent of GDP by 2058. That 
is completely unsustainable. 
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I hope colleagues in other committees, in other positions of re- 
sponsibility — Jeff, why don’t you come here? I am asking Senator 
Sessions to come and join me here. 

Senator Sessions. Judd will not be here today? 

Chairman Conrad. Senator Gregg, as I announced earlier, will 
not be here today. Senator Sessions, as I understand it, will suc- 
ceed him in the role of the Ranking Member of this Committee. We 
want to welcome Senator Sessions. It is a little bit premature to 
do it because Senator Gregg is still a member until his confirma- 
tion. But in anticipation of the change, I think it is appropriate 
that Senator Sessions sit in the Ranking Member’s chair and par- 
ticipate. We appreciate very much his contributions to this Com- 
mittee. 

I was just making the point about how unsustainable our current 
budget trajectory is. There is not a single economist that I know 
that believes 400 percent of GDP as a debt level is tolerable. This 
is not just a demographic issue. Rising health care costs are explod- 
ing the cost of Federal health programs, and private sector health 
spending is also exploding. Taken together, public and private 
health care spending will reach 37 percent of GDP by 2050 if we 
stay on the current trend line. 
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Total Health Expenditures 
as Percent of GDP 


Public and Private Spending 

on Health Care in U.S. 


Here are some of the key sources of growth in health care spend- 
ing. There is limited evidence of what works and limited adherence 
to best practices. There is a lack of care coordination. Advances in 
medical technology, including prescription drugs, medical devices, 
diagnostic tools, and surgical procedures, are driving up costs. 
There is widespread geographic variation, sometimes as much as 
five times the usage for particular procedures in one part of the 
country versus another part, with absolutely no evidence that they 
get improved outcomes as a result. And there is an increased de- 
mand for health care with a higher prevalence of diseases like obe- 
sity and diabetes and more advertising directly to consumers. I 
cannot turn on the television without being bombarded with drug 
ads for various things. I was stunned — I guess maybe I should not 
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say I was stunned, but kind of taken aback. The other night I was 
watching, and they said you take this drug and the risk is death. 
And then they went through the drug, and they said there are 
some other problems with this, and another set of factors that 
might lead to death. And I thought, “Wow, you talk about a risk/ 
reward ratio.” I am not sure I would want to be taking that. 


Sources of Growth in Health Care Spending 

• Limited evidence on what works / best 
practices 

• Lack of care coordination 

• Advances in medical technology 
(drugs, devices, diagnostic tools, 
surgical procedures) 

• Widespread geographic variation 

• Increased demand for health care 
(higher prevalence of obesity, diabetes; 
advertising) 


I am encouraged that we are beginning to address the sources of 
the growth in health care spending. The administration has made 
very clear that they want to tackle this problem. In fact, the eco- 
nomic recovery bill includes an important down payment on health 
care reform with investments in health information technology, 
comparative effectiveness research, and prevention and wellness ef- 
forts. But we all know it is going to take much more. 
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There are more steps that must be taken to truly bend the cost 
curves of health care. For example, the CBO reports identify a 
number of payment reforms that could be taken to slow the spend- 
ing growth in Medicare and other Federal health programs: one, 
bundling payments for hospital and post-acute care to improve co- 
ordination; second, reducing Medicare payments to hospitals with 
high readmission rates; third, incentivizing physicians, hospitals, 
and other providers to better collaborate; fourth, using bonuses and 
penalties in Medicare to promote the use of health information 
technology; and, finally, setting payment benchmarks for Medicare 
Advantage plans equal to traditional Medicare. 





432 


It is important to remember that making these reforms does not 
mean lowering the quality of health care. In fact, research suggests 
that some areas of the country that spend less on health care actu- 
ally provide better health care. My own State is an example. We 
are in the top 5 percent in health care outcomes. We are at the 
very bottom in reimbursement. And interestingly enough, that is 
pretty consistently the case in Northern tier States. A study by Dr. 
Fisher at Dartmouth found that an astonishing 30 percent of 
health care spending may not contribute to better health care out- 
comes. That is a stunning calculation. 

Here is what Dr. Fisher wrote in a health journal: “Although 
many Americans believe more medical care is better care, evidence 
indicates otherwise. Evidence suggests that States with higher 
Medicare spending levels actually provide lower-quality care. We 
may be wasting perhaps 30 percent of U.S. health care spending 
on medical care that does not appear to improve our health.” 


30 Percent of Health Spending May 
Contribute to Better Health Outco 

“Although many Americans believe mo 
medical care is better care, evidence 
indicates otherwise. Evidence sugges 
that states with higher Medicare spend 

quality 


1 


I 


‘We may be wasting perhaps 

ealth care spending on m dij 




Thirty percent of U.S. health care spending translates into $700 
billion a year. That is real money. We cannot eliminate all the un- 
necessary spending, but we have to try. 

With that, I want to turn to Senator Sessions for any opening re- 
marks he would want to make, and, again, I want to welcome him 
to the Ranking Member’s chair, and at the appropriate time, when 
Senator Gregg has been confirmed, we will be able to make this all 
official. 


OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you, Mr. Chairman. I am pleased to be 
here, honored to have perhaps the opportunity to serve in this posi- 
tion. I have got to tell you, Judd Gregg was a great Chairman and 
a great Ranking Member, and you have been a great Ranking 
Member and a great Chairman. So I look forward to working with 
you in the way that the two of you have. You have not always 
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agreed on everything. We both have political pressures that we 
have to deal with. But, fundamentally, it is time for all of us to get 
together to work for the good of this country. And I know you are 
deeply committed to that, and the facts do not lie. You have been 
raising them over and over again. They speak for themselves, and 
we have got to do better. 

This hearing I think is important, and I appreciate, Dr. Elmen- 
dorf, the work you have been doing so far, and the information that 
you have given us. This $52 trillion shortfall in Medicare and Med- 
icaid over the next 75 years is something that requires real atten- 
tion, and I appreciate the fact that, Dr. Elmendorf, you are starting 
now to think about what kind of policy changes may be out there, 
how you are going to score those so that when we make a decision, 
we will have good information on which to make that decision. 

Thank you, Mr. Chairman. I turn it back to you. 

Chairman Conrad. Thank you, Senator Sessions. 

One final point I want to make to the colleagues who are work- 
ing on health care reform. I think they have got a heavy burden 
to carry to make the argument that we should add substantial 
costs to health care when we are already spending 16 percent of 
our gross domestic product in this country — that is $1 in every $7 
in this economy — already in health care. That is nearly double 
most other industrialized countries. So those who advocate spend- 
ing hundreds of billions of dollars more I think have a very heavy 
burden to carry. And I hope that message is heard outside this 
hearing room. 

With that 

Senator Sessions. Mr. Chairman, could I just say, I had physi- 
cians up from Alabama yesterday and talked to a number of them. 
You know, they are small businesses. Several of them told me that. 
And I thought about one of the difficulties in this economy that we 
have all learned is uncertainty is very bad. So if they want to add 
a nurse or add a wing onto their clinic and the law says they are 
going to lose 20 percent of their reimbursement rate next year, that 
just confuses their whole system. And we know why we are not 
permanently fixing the Medicare reimbursement rate. We are not 
doing it because it scores at about $300 or $400 billion over the 
next 10 years. And so we just pretend that next year it is going 
to drop 20 percent, and it is not going to drop 20 percent. 

I think that is a legitimate criticism of those of us in Congress. 
We ought to be able to at least tell them what they can expect to 
receive. As one of them said, “Don’t call it ‘reimbursement.’ It is my 
pay, and you are talking about cutting my pay 20 percent next 
year.” And we cannot do that. We are not going to do it. 

So those are just some of the things that I think maybe the 
Budget Committee can contribute to working on. 

Chairman Conrad. Thank you very much. 

Dr. Elmendorf, again, welcome back. Thanks again for taking 
this responsibility as Director of the Congressional Budget Office at 
this especially challenging time, and please proceed. 
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STATEMENT OF DOUGLAS W. ELMENDORF, PH.D., DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE 

Mr. Elmendorf. Thank you, Chairman Conrad, Senator Ses- 
sions, members of the Committee. I appreciate the invitation to tes- 
tify this morning about the opportunities and challenges that the 
Congress faces in addressing two policy goals: expanding health in- 
surance coverage and reforming the health care system to make it 
more efficient. 

To assist the Congress in its deliberations on these topics, CBO 
has recently produced two major reports, as Chairman Conrad indi- 
cated. One, titled “Key Issues in Analyzing Health Insurance Pro- 
posals,” examines the principal elements of reform plans that CBO 
believes would affect our estimates of the effect of those plans on 
insurance coverage, on Federal costs, and other outcomes. The com- 
panion volume, titled “Budget Options for Health Care,” examines 
115 discrete options to alter Federal programs, affect private insur- 
ance markets, or both. 

Drawing on these reports, my testimony today makes four key 
points: 

First, proposals could achieve near universal coverage by com- 
bining three key features: mechanisms for pooling risks, subsidies, 
and mandates or processes for facilitating enrollment. 

Second, a substantial share of health spending contributes little, 
if anything, to the overall health of the Nation, as the Chairman 
pointed out. But reducing spending without also affecting spending 
that does improve health is challenging. 

Third, despite these challenges, many analysts would concur 
with the importance of several approaches, including providing 
stronger incentives to cut costs and reward value, and generating 
and disseminating more information about the effectiveness of care. 

Fourth, many steps that analysts would recommend might not 
yield substantial budget savings or reductions in national health 
spending within a 10-year window. 

Let me discuss these points briefly in turn. 

First, achieving near universal health insurance coverage would 
require three principal features. To start, mechanisms for pooling 
risks, both to ensure that people who develop health programs can 
find insurance, and to make sure that people do not wait until they 
are sick to get insurance coverage. Options for pool risks include 
strengthening the employment-based system, modifying the market 
for individually purchased insurance, or creating a new mechanism 
such as insurance exchanges. 

Beyond pooling risks, achieving broader coverage requires sub- 
sidies to make health insurance less expensive for individuals and 
families, especially those with lower income who are most likely to 
be uninsured today. However, for reasons of equity and administra- 
tive feasibility, it is difficult for subsidy systems to avoid providing 
new subsidies to people who would buy insurance even without 
those subsidies. 

In addition to pooling risks and subsidies, achieving broader cov- 
erage would require either an enforceable mandate to obtain insur- 
ance or an effective process to facilitate enrollment in a health 
plan. An enforceable mandate would generally have a greater effect 



435 


on coverage rates, but without meaningful subsidies, it could im- 
pose a very substantial burden on many people. 

Without changes in policies, CBO estimates that the average 
number of non-elderly people who are uninsured will rise from 
more than 45 million this year to roughly 54 million a decade from 
now. 

My second point was that a substantial share of spending on 
health contributes little to our health, but reducing this sort of 
spending without also affecting services that do affect health is dif- 
ficult. As we all know, spending on health care has grown much 
faster than the overall economy for decades now, with studies at- 
tributing the bulk of that cost growth to improvements in medical 
treatments and technologies. This imposes an increasing burden on 
the Federal Government, as well as State governments and the pri- 
vate sector. The principal driver of the unsustainable Federal budg- 
et outlook, as the Chairman noted, is growth in per capita health 
costs, not population aging alone. And in the private sector, the 
growth of health costs has contributed importantly to slowed 
growth in wages because workers give up other forms of compensa- 
tion to offset the rising costs of health insurance. 

Third, there are a number of approaches for improving efficiency 
and controlling costs about which many analysts would probably 
concur. To start, many analysts would agree that payment systems 
should move away from a fee-for-service design and should instead 
provide stronger incentives to control costs and reward value. 

A number of specific alternative approaches could be considered, 
including fixed payments per person, bonuses based on perform- 
ance, or penalties for substandard care. But the precise effects of 
these alternatives are uncertain. Policymakers may thus want to 
test various options, for example, using demonstration programs in 
Medicare. 

Many analysts would also agree that the current tax exclusion 
for employment-based health insurance which exempts most pay- 
ments for such insurance from both income and payroll taxes 
dampens incentives for cost control because it is open-ended. Those 
incentives could be changed by replacing the tax exclusion or re- 
structuring it in ways that would encourage workers to join health 
plans with higher cost-sharing requirements and tighter manage- 
ment of care. 

Moreover, many analysts would agree that more information is 
needed about which treatments work best for which patients and 
about what quality of care is delivered by different doctors, hos- 
pitals, and other providers. But absent stronger incentives to im- 
prove efficiency, the effect of information alone on spending will 
generally be limited. 

Fourth many steps the analysts would recommend might not 
yield substantial budget savings or reductions in national health 
spending within a 10-year window. There are several reasons for 
this. In some cases, savings materialize slowly because an initiative 
is phased in. For example, Medicare could reduce payments to hos- 
pitals that have a high rate of avoidable readmissions. But Medi- 
care would have to gather information about readmission rates and 
notify hospitals before this approach could be implemented. 
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In other cases, initiatives that generate savings have costs to im- 
plement. For example, expanding the use of disease management 
can improve health and may be cost-effective, but may still not 
generate net spending reductions because the number of people 
who are receiving services is much larger than the number who 
would avoid expensive treatments later. 

In still other cases, the Federal budget does not capture the re- 
ductions in national health spending. For example, if the Govern- 
ment provides a preventive service for free, national health spend- 
ing might decline, but Federal spending might still rise because the 
Government would be paying for a lot of preventive services that 
would be administered anyway. 

In other cases, incentives to reduce costs are lacking. For exam- 
ple, proposals to establish a medical home might have little impact 
on spending if the primary care physicians who coordinate care in 
such a system are not given financial incentives to economize on 
their patients’ use of services. 

And, last, for a wide range of possible reforms, limited evidence 
on the effects is available. Studies generally examine the effect of 
discrete policy changes, but typically do not address what would 
happen if several changes were made at the same time. 

I began the testimony by referring to the opportunities and chal- 
lenges that you face. I think the opportunity is that there is consid- 
erable consensus that we need patients and providers to have 
stronger incentives to control costs and that we need better infor- 
mation about the quality and value of the care that is provided. 
The challenge is that there is much less consensus among analysts 
about precisely which programmatic changes can move us most ef- 
fectively in the direction of enhancing incentives and improving in- 
formation. 

Thank you. That concludes my prepared remarks. I am happy to 
take your questions. 

[The prepared statement of Mr. Elmendorf follows:] 
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Chairman Conrad-, Senator Gregg, and Members of the Committee, thank you for 
inviting me to testify this morning about the opportunities and challenges that the 
Congress faces in pursuing two major policy goals: (1) expanding health insurance 
coverage, so that more Americans receive appropriate health care without undue 
financial burden, and (2) making the health care system more eff icient, so that it can 
continue to improve Americans’ health but at a lower cost in both the public and pri- 
vate sectors. Both are complex endeavors in their own right, and interactions and 
trade-offs between them may arise. 

First, with respect to expanding health insurance coverage, my testimony makes the 
following key points: 

■ Withour changes in policy, a substantial and growing number of people under 
age 65 will lack health insurance. The Congressional Budget Office (CBO) esti- 
mates that the average number of nonelderiy people who are uninsured will rise 
from at least 45 million in 2009 to about 54 million in 2019. That projection is 
consistent with long-standing trends in coverage and largely reflects the expectation 
that health care costs and health insurance premiums will continue to rise faster 
than people’s income — making health insurance more difficult to afford. 

■ Proposals could achieve near-universal health insurance coverage by combining 
three key features: 

• Mechanisms for pooling risks — both to ensure that people who develop health 
problems can find affordable coverage and to keep people from waiting until 
they are sick to sign up for insurance. Options include strengthening the current 
employment-based system, modifying the market for individually purchased 
insurance, and establishing a new mechanism such as an insurance exchange. 

• Subsidies to make health insurance less expensive for individuals and families, 
particularly those with lower income who are most likely to be uninsured today. 
For reasons of equity and administrative feasibility, however, it is difficult for 
subsidy systems to avoid “buying out the base” — -that is, providing new subsi- 
dies to people who already have insurance or would have purchased it anyway. 

• Either an enforceable mandate for individuals to obtain insurance or an effective 
process to facilitate enrollment in a health plan. An enforceable mandate would 
generally have a greater effect on coverage rates, but without meaningful subsi- 
dies, it could impose a substantial burden on many people — given the cost of 
health insurance relative to the financial means of most uninsured individuals. 
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■ Certain trade-offs arise in choosing how to design subsidies and mandates. To 
achieve near-universal coverage through subsidies alone would require that they 
cover a very large share of the premiums — which is an expensive proposition. But 
policymakers may also be reluctant to establish the penalties and enforcement 
mechanisms necessary to make a mandate effective. Other policies that adopted 
more limited versions of those three features could reduce the number of uninsured 
people to a lesser extent at a lower budgetary cost. 

Second, with respect to controlling costs and improving efficiency — so that we get the 

best health for the amount we spend as a nation — some key considerations are these: 

■ Spending on health care has generally grown much faster than the economy as a 
whole, and that trend has continued for decades, In part, that growth reflects the 
improving capabilities of medical care — which can confer creinendous benefits by 
extending and improving lives. Studies attribute the bulk of cost growth to the 
development of new treatments and other medical technologies, but features of the 
health care and health insurance systems can influence how rapidly and widely new 
treatments are adopted. 

■ The high and rising costs of health care impose an increasing burden on the federal 
government as well as state governments and the private sector. Under current 
policies, CBO projects, federal spending on Medicare and Medicaid will increase 
from about 5 percent of gross domestic product (GDP) in 2009 to more than 

6 percent in 2019 and about 12 percent by 2090. Most of that increase will result 
from growth in per capita costs rather than from the aging of the population. In 
the private sector, the growth of health care costs has contributed to slow growth 
in wages because workers must give up other forms of compensation to offset the 
rising costs of employment-based insurance. 

■ The available evidence also suggests that a substantial share of spending on health 
care contributes little if anything to the overall health of the nation, but finding 
ways to reduce such spending without also affecting services that improve health 
will be difficult. In many cases, the current system does not create incentives 

for doctors, hospitals, and other providers of health care-— or their patients — to 
control costs. Significantly reducing the level or slowing the growth of health 
care spending below current projections would require substantial changes in 
incentives. Given the centra! role of medical technology in cost growth, reducing 
or slowing spending over the long term would probably require decreasing the 
pace of adopting new treatments and procedures or limiting the breadth of their 
application. 
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Third, controlling costs and improving efficiency present: many challenges, but there 

are a number of approaches about which many analysts would probably concur: 

■ Many analysts would agree chat payment systems should move away from a fee-for- 
service design and should instead provide stronger incentives to control costs, 
reward value, or both. A number of alternative approaches could be considered — 
including fixed payments per patient, bonuses based on performance, or penalties 
for substandard care — but their precise effects are uncertain. Policymakers may 
thus want to test various options (for example, using demonstration programs in 
Medicare) to see whether they work as intended or to determine which design fea- 
tures work best. Almost inevitably, though, reducing the amount that is spent on 
health care will involve some cutbacks or constraints on die number and types of 
services provided relative to currently projected levels. 

■ Many analysts would agree that the current tax exclusion for employment-based 
health insurance — which exempts most payments for such insurance from both 
income and payroll taxes — dampens incentives for cost control because it is open- 
ended, Those incentives could be changed by replacing the tax exclusion or restruc- 
turing it in ways that would encourage workers to join health plans with higher 
cost-sharing requirements and tighter management of benefits. (Given stronger 
incentives, the competition among health plans for enrollees could then determine 
the optimal mix of payment systems for providers.) 

■ Many analysts would agree that more information is needed about which treat- 
ments work best for which patients and about what quality of care different doc- 
tors, hospitals, and other providers deliver. The broad benefits that such 
information provides suggest a role for the government in funding research on rhe 
comparative effecttvenesSS of treatments, in generating measures of quality, and in 
disseminating the results to doctors and patients. But absent stronger incentives to 
control costs and improve efficiency, the effect of information alone on spending 
will generally be limited. 

■ Many analysts would agree that controlling federal costs over the long term will be 
very difficult without addressing the underlying forces that are also causing private 
costs for health care to rise. Private insurers generally have more flexibility than 
Medicare’s administrators to adapt to changing circumstances — a situation that 
policymakers may want to remedy — bur changes made in rhe Medicare program 
can also stimulate broader improvements in the health sector. 
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Fourth, many of the steps that analysts would recommend might not yield substantial 
budgetary savings or reductions in national spending on health care within a 10-year 
window — and others might increase federal cosrs or total spending — for several 
reasons: 

■ In some cases, savings may materialize slowly because an initiative is phased in. For 
example. Medicare could save money by reducing payments to hospitals that have a. 
high rate of avoidable readmissions (for complications following a discharge) but 
would have to gather information about readmission rares and notify hospitals 
before such reductions could be implemented. More generally, the process of con- 
verting innovative ideas into successful programmatic changes could take several 
years. Of course, for proposals that would increase the budget deficit, phase-in 
schedules reduce the amount of the increase that is captured in a 10-year budget 
window. 

■ Even if they generate some offsetting savings, initiatives arc not costless to imple- 
ment. For example, expanding the use of disease management services can improve 
health and may well be cost-effective — that is, the value of the benefits could 
exceed the costs. But those efforts may still fail to generate net reductions in spend- 
ing on health care because the number of people receiving the services is generally 
much larger than the number who would avoid expensive treannents as a result. 

In other cases, most of the initial costs would be incurred in the first 10 years, but 
little of the savings would accrue in that period. 

■ Moreover, the effect on the federal budget of a policy proposal to encourage certain 
activities often differs from the impact of those activities on total spending for 
health care. For example, a preventive service could be cost-reducing overall, but if 
the government: began providing that service for free, federal costs would probably 
increase — largely because many of the payments would cover costs for care that 
would have been received anyway. 

■ In some cases, additional steps beyond a proposal are needed for the federal govern- 
ment to capture savings generated by an initiative. For example, requiring that hos- 
pitals adopt electronic health records would reduce their costs for treating Medicare 
patients, but the program’s payment rates would have to be reduced in order for the 
federal government to capture much of those savings. 

■ Savings from some initiatives may not materialize because incentives to reduce 
costs are lacking. For example, proposals to establish a “medical home” might 
have little impact on spending if the primary care physicians who would coordinate 
care were not given financial incentives to economize on their patients’ use of ser- 
vices. Those proposals could increase costs if they simply raised payments to those 
primary care physicians. 
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■ In some cases, estimating the budgetary effects of a proposal is hampered by lim- 
ited evidence. Studies generally examine the effects of discrete policy changes but 
typically do not address what would happen if several changes were made ar the 
same time. Those interaction effects could mean that the savings from combining 
two or more initiatives will be greater than or less than the sum of their individual 
effects. 

Finally, l offer some observations on the issues that arise when trying to expand cover- 
age and reduce costs at the same time: 

■ By themselves, steps to substantially expand coverage would probably increase total 
spending on health care and would generally raise federal costs. Those federal costs 
would be determined primarily by the number of people receiving subsidies of 
thei r premiums and the average amount of the subsidy. Steps that reduced the costs 
of the health insurance policies would limit the federal costs of providing premium 
subsidies but could not eliminate those costs. 

■ An expansion of coverage could be financed in a number of ways. One option is to 
limit or eliminate the current tax exclusion for employment-based health insur- 
ance. The savings from caking such steps would grow steadily because the revenue 
losses that stem from that exclusion are rising at the same rate as health care costs. 
The same can generally be said about using reductions in Medicare or Medicaid 
spending to offset the costs of expanding insurance coverage. Those methods of 
financing could adversely affect some peoples current coverage, however, and ocher 
financing options that would either raise revenues or reduce other spending are also 
available. 

On a broad level, many analysts agree about the direction in which policies would 
have to go in order to make the health care system more cost-effective: Patients and 
providers both need stronger incentives to control costs as well as more information 
about the quality and value of the care that is provided. But much less of a consensus 
exists about crucial details regarding how those changes are made — and similar dis- 
agreements arise about how to expand insurance coverage. In part, chose disagree- 
ments reflect different values or different assessments of the existing evidence, but 
often they reflect a lack of evidence about the likely impact of making significant 
changes to the complex system of health insurance and health care. 

CBO’s Recent Volumes on Health Care 

Concerns about the number of people who are uninsured and about the rising costs 
of health insurance and health care have given rise to proposals that would substan- 
tially modify the U.S. health insurance system and that seek to reduce federal or total 
spending for health care. The complexities of the health insurance and health care 
systems pose a major challenge for the design of such proposals and inevitably raise 
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questions about their likely impact. To assist the Congress in its upcoming delibera- 
tions, CBO has produced rvvo major reports that address such proposals. 

The December 2008 report titled Key Issues in Analyzing Major Health Insurance 
Proposals describes the assumptions that CBO would use in estimating the effeers of 
various elements of such proposals on federal costs, insurance coverage, and other out- 
comes. It also reviews the evidence upon which those assumptions are based and, it 
the evidence points to a range of possible effects rather than a precise prediction, the 
factors that would influence where a proposal falls within the range. The report does 
nor provide a comprehensive analysis of any specific proposal; rather, ir identifies and 
examines many of the critical factors that would affect estimates of a variety of pro- 
posals. In particular, ir considers the types of issues that would arise in estimating the 
effects of proposals to: 

■ Provide tax credits or other types of subsidies to make insurance less expensive to 
the purchaser; 

■ Require individuals to purchase health insurance, typically paired with a new 
system of government subsidies; 

■ Require firms ro offer health insurance to their workers or pay into a fund that 
subsidizes insurance purchases; 

■ Replace employment-based coverage with new purchasing arrangements or provide 
strong incentives for people to shift toward individually purchased coverage; or 

■ Provide individuals with awerage under, or access to, existing insurance plans such 
as the Medicare program, either as an additional option or under a “Medicare-for- 
all” single-payer arrangement. 

Wherever possible, the analysis describes in quantitative terms bow CBO would esti- 
mate the budgetary and other effects of such proposals. In other cases, it describes the 
components that a proposal would have co specify in order to permit estimation of 
those effects. The report reflects the current state of CBOs analysis of and judgments 
about the likely response of individuals, employers, insurers, and providers to changes 
in the health insurance and health care systems. Certainly, the details of particular 
policies and the way in which they are combined, as well as new evidence or analysis 
related to the issues discussed here, could affect CBOs estimates of the effects of large- 
scale health insurance proposals. 

The December 2008 report titled Budget Options, Volume I: Health Care, comprises 
1 1 5 discrete options to alter federal programs, affect the private health insurance mar- 
ket, or both. It includes many options that would reduce the federal budget deficit 
and some that would increase it. Although similar to CBOs previous reports on bud- 
get options, this volume reflects an extensive and concerted effort to substantially 
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expand the range of topics and types of proposals considered and includes estimates of 
many approaches that the agency had not previously analyzed. (Volume 2, containing 
budget options that are not related to health care, is forthcoming.) The report is orga- 
nized thematically, rather than by program, and covers the following areas: 

* The private health insurance market and the tax Treatment of health insurance; 

■ Changing the availability of health insurance through existing federal programs; 

■ The quality and efficiency of health care and geographic variation in spending for 
Medicare; 

■ Paying for services in Medicare, Medicaid, and the Childrens Healrh Insurance 
Program (CHIP); 

■ Premiums and cosr sharing in federal health programs; 

■ Long-term care: 

■ Healrh behavior and health promotion; and 

■ Closing the gap between Medicares spending and receipts. 

The options that were included stern from a variety of sources, including extensive 
discussions with Congressional staff; reviews of legislative proposals, the Presidents 
budget, and academic literature; and analyses conducted by CBO staff, other govern- 
ment agencies, and private groups. Although the number of health -related policy 
options is significantly greater than in previous Budget Options volumes, it is not 
an exhaustive list. CBO’s estimates are sensitive to the precise specifications of 
each option and could change in the future for a variety of reasons, including changes 
in economic conditions or other factors that affect projections of baseline spending 
or the availability of new evidence about an options likely effects. It should also be 
noted that the options’ effects may not be additive; that is, there could be important 
interaction effects among options that make their cumulative impact larger or smaller 
than the sum of the estimates. Some of the options that are particularly complex may 
be candidates for demonstration projects or pilot programs, which could help resolve 
the uncertainty about their effects. ! 

The remainder of my testimony largely summarizes the conclusions reached in the 
Key Issues volume. Those conclusions — and the background information and evidence 


1 . Estimates of the impact on revenues of proposals to change the federal tax code are prepared by the 
staff of the joint Committee on Taxation (JCT) and would be incorporated into any formal CBO 
estimate of a proposal s effects on the federal budget. For its recent reports on health care, CBO 
consulted with JCT abour the behavioral considerations that are incorporated inro both agencies’ 
estimates, and JCT prepared the revenue estimates for several of the options. 
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on. which they are based — are also relevant to much of CBO’s analysis for the Budget 
Options volume. Although summarizing all 115 options would not be feasible here, 
my testimony highlights some of- the agency’s main findings. 

Background on Spending and Coverage 

Spending on health care and related activities will account for about 18 percent of 
GDP in 2009 — an expected total of $2.6 trillion — and under current law that share 
is projected to reach 20 percent by 2017. Annual health expenditures per capita are 
projected to rise from about. $8,300 to about $13,000 over that period. Federal 
spending accounts for about one-third of those totals, and federal outlays for the 
Medicare and Medicaid programs are projected to grow from about $720 billion in 
2009 to about Si. 4 trillion in 2019. Over the longer term, rising costs for health care 
represent the single greatest challenge to balancing the federal budget. (For additional 
discussion, see the November 2007 CBO report The Long-Term Outlook for Health 
Care Spending.) 

The number of people who are uninsured is also expected to increase because health 
insurance premiums are likely to continue rising much faster than income, which will 
make insurance more difficult to afford. As noted above, CBO estimates that the aver- 
age number of nonelderly people who are uninsured will rise from at least 45 million 
in 2009 to about 54 million in 2019- The estimate for 2009 does not reflect the 
recent deterioration in economic conditions, which could result in a larger uninsured 
population, nor docs it take into account recently enacted legislation. 

Employment-Based Insurance 

For several reasons, most nonelderly individuals obtain their insurance through 
an employer, and employment-based plans now cover abour 160 million people, 
including spouses and dependents. One fundamental reason such plans are popular 
is that they are subsidized through the tax code — because nearly all payments for 
employment-based insurance are excluded from taxable compensation and thus arc 
not subject to income and payroll taxes. Another factor is the economies of scale that 
larger group purchasers enjoy, which reduce the average amount of administrative 
costs that are embedded in premiums; partly as a result, large employers are more 
likely than small employers to offer insurance to their workers. Overall, about three- 
fourths of workers are offered employment-based insurance and are eligible to enroll 
in it. 

Another commonly cited reason for the popularity'' of employment-based policies is 
that employers offering coverage usually pay most of the premium — a step they take 
partly to encourage broad cnrollmenr in those plans, which helps keep average costs 
stable. Ultimately, however, the costs of those employers’ payments arc passed on to 
employees as a group, mainly in the form of lower wages. 
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Other Sources of Coverage 

Other significant sources of coverage for nonelderly people include the individual 
insurance market and various public programs. Roughly 10 million people are cov- 
ered by individually purchased plans, which have some advantages for enrol lees; for 
example, they may be portable from job to job, unlike employment- based insurance. 
Even so, individually purchased policies generally do not receive favorable tax treat- 
ment. In most states, premiums may vary to reflect an applicants age or health status, 
and applicants with particularly high expected costs are generally denied coverage. 

Another major source of coverage is the federal/state Medicaid program and the 
related but smaller CHIP. Both programs provide free or low-priced coverage 
for children in low-income families and (to a more limited degree) their parents; 
Medicaid also covers poor individuals who are blind or disabled. On average, 
Medicaid and CHIP are expected to cover about 43 million nonelderly people in 
2009 (and there are also many people eligible for those programs who have not 
enrolled in them).^ Medicare also covers about 7 million people younger than 65 who 
arc disabled or have severe kidney disease. 

About 12 million people have insurance coverage from various other sources, includ- 
ing federal health programs for military personnel. The total number of nonelderly 
people with health insurance ar any given point in 2009 is expected to be about 
216 million. 


Approaches for Reducing the Number of Uninsured People 

Concerns about the large number of people who lack health insurance have generated, 
proposals that seek to increase coverage rates substantially or achieve universal or near- 
universal coverage. Two basic approaches could be used: 

■ Subsidizing health insurance premiums, either through the tax system or spending 
programs, which would make insurance less expensive for people who are eligible, 
or 

■ Establishing a mandate for health insurance, either by requiring individuals to 
obtain coverage or by requiring employers to offer health insurance to their 
workers. 

By themselves, premium subsidies or mandates to obtain health insurance would 
not achieve universal coverage. Those approaches could be combined and could be 
implemented along with provisions to facilitate enrollment in ways that could achieve 
near-universal coverage. (Many of the issues and trade-offs that arise in designing such 


2. That figure represents average enrollment (rather than the number of people enrolled at any time 
during the year) anti excludes no si elderly individuals living in institutions (such as nursing homes), 
people living in U.S. territories, and people receiving only limited benefits under Medicaid (such as 
family planning services). 
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initiatives are also illustrated by the more incremental options to expand insurance 
coverage that are examined in the Budget Options volume.) 

Subsidizing Premiums 

Whether new subsidies are delivered through the tax system or a spending program, 
several common issues arise. Trade-offs exist between the share of the premiums that 
is subsidized, the number of people who enroll in insurance as a result of the subsi- 
dies, and the total costs of the subsidies. As the subsidy rare increases, more people 
will be inclined to take advantage of them, but the higher subsidy payments will also 
benefit those who would have decided to obtain insurance anyway. Beyond a certain 
point, therefore, the cost per newly insured person can grow sharply because a large 
share of the additional subsidy payments is going to otherwise insured individuals. 

To hold down the costs of subsidies, the government could limit eligibility for subsidy- 
payments to individuals who are currently uninsured. That restriction, however, 
would create incentives for insured individuals to drop their coverage. Some proposals 
might try to distinguish between people who become uninsured in response to subsi- 
dies and those who would have been uninsured in the absence of a government pro- 
gram (for example, by imposing waiting periods for individuals who were previously 
enrolled in an employment-based plan), but such proposals could be very difficult to 
administer. In addition, providing benefits only to the uninsured might be viewed as 
unfair bv people with similar income and family responsibilities who purchased health 
insurance and would therefore be ineligible for the subsidies. 

Another approach to limiting costs would target subsidies coward the lower-income 
groups, who arc most likely to be uninsured otherwise, but such approaches can also 
have unintended consequences that affect the costs of a proposal. If eligibility was lim- 
ited to people with income below a certain level, then those with income just above 
the threshold would have strong incentives to work less or hide income in order to 
qualify for the subsidies or maintain their eligibility. Phasing out subsidies gradually as 
income rises would reduce those incentives, but it would increase the amount of sub- 
sidy payments that go to individuals and families who would have had insurance in 
any event. 

Restructuring the Existing Tax Subsidies. Tax subsidies could be restructured 
to expand coverage in several ways. Por example, the current tax exclusion for 
employment-based health insurance could be replaced with a deduction or tax 
credit to offset the costs of insurance, and tax subsidies could be extended to include 
policies purchased in the individual insurance market. That step would sever the link 
between employment and tax subsidies for private health insurance and could give 
similar people the same subsidy whether or not they were offered an employment- 
based health plan. 

Deductions and credits differ, however, in their effectiveness at reaching the unin- 
sured. An income tax deduction might provide limited benefits to low-income 
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individuals because, like the existing exclusion, its value is less for those in lower tax 
brackets. In contrast, tax credits can be designed to provide lower- and moderate- 
income taxpayers with larger benefits than they would receive from tax deductions or 
exclusions. An important question regarding tax credits — particularly for lower- 
income people who pay relatively little in income taxes and are also more likely to be 
uninsured — is whether the credits would be refundable and therefore fully available to 
individuals with little or no income tax liability. 

For the same budgetary costs, a refundable tax credit might be more effective at 
increasing insurance coverage, both because it can be designed to provide a larger ben- 
efit to low-income people than they receive under current law and because those 
recipients might be more responsive to a given subsidy than are people wirh higher 
income. Still, the effect on coverage rates might be limited if people do not receive 
refundable tax credits before their premium payments are due. 

Providing Subsidies Through Spending Programs. The government could seek to 
increase coverage rates by spending funds to subsidize insurance premiums. New sub- 
sidies could be provided implicitly by expanding eligibility for Medicare, Medicaid, or 
CHIP or explicitly by creating a new program. To hold costs down, benefits could be 
targeted on the basis of income, assets, family responsibilities, and insurance status. 
Targeting benefits, however, would require program administrators to certify eligibil- 
ity and enforce the programs rules, which would affect coverage and the programs 
costs. 

The Effects of Subsidy Proposals. Proposals to subsidize insurance coverage would 
affect decisions by both employers and individuals. Employers’ decisions to offer 
insurance to their workers reflect the preferences of their workers, the cost of the 
insurance that they can provide, and the costs of alternative sources of coverage that 
workers would have. Smaller firms appear to be more sensitive to changes in the cost 
of insurance than are larger employers. Subsidies chat reduce the cost of insurance 
offered outside the workplace would cause some firms to drop coverage or reduce 
their contributions. When deciding whether to enroll in employment-based plans, 
workers would consider the share of the premium that they pay as well as the price 
and attractiveness of alternatives. The available evidence indicates that a small share of 
the population would be reluctant to purchase insurance even if subsidies covered 
nearly all of the costs. 

Related Budget Options. Several of the alternatives included in CBO s Budget Options 
volume highlight the potential effects of changing the tax treatment of health insur- 
ance. For example, Option 10 would replace the current exclusion from income taxes 
for employment-based health insurance with a tax deduction that phases out at higher 
income levels. That option would increase federal revenues by approximately 
S550 billion through 2018 (as estimated by the staff of the Joint Committee on 
Taxation). Because that option would increase the effective price of health insurance 
for higher-income taxpayers, it would, by CBO’s estimation, increase the number of 
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uninsured people by abour 1.5 million in 2014 (in part because some employers 
would decide to stop offering coverage). Those estimates are sensitive to the 
parameters of the deduction and particularly to the range of income over which 
the deduction is phased out. 

Other examples illustrate the effects on federal costs and coverage that stem from 
targeting different populations. Allowing low-income young adults to enroll in 
Medicaid, as described in Option 23, would cover about 1.1 million people in 2014, 
at a federal cost of abour $22 billion over the 2010-2019 period, according to CBO’s 
estimates. Allowing low-income parents with children eligible for Medicaid to enroll 
in the program, as described in Option 24, would cost about $38 billion over the 
same period and would expand coverage to about 1 .4 million parents and 700,000 
children in 2014. 

Another approach is illustrated by Option 7, which would, create a voucher program 
to subsidize the purchase of health insurance for households with income below 
250 percent of the federal poverty level. Specifically, individuals would, receive up to 
$1,500, and families would receive up to $3,000. According to CBOs estimates, that 
approach would reduce the net number of uninsured people by about 2.2 million in 
2014, Overall, approximately 4 million people would use the voucher, but about 
1.7 million of those people would have had coverage in the individual health insur- 
ance market or through an employer. In addition, about 100,000 people would 
become newly uninsured as a result of small employers' electing not. to offer coverage 
because of the new voucher program. The total cost to the federal government of such 
a voucher program would be about $65 billion over the next decade. 

Mandating Coverage 

In an effort to increase the number of people who have health insurance or to achieve 
universal or near-universal coverage, the government could require individuals to 
obtain health insurance or employers to offer insurance plans. Employer mandates 
could include a requirement that employers contribute a certain percentage of the pre- 
mium, which would encourage their workers to purchase coverage. To the extent that 
the required contributions exceeded the amounts that employers would have paid 
under current law, offsetting reductions would ultimately be made in wages and other 
forms of compensation. 

The impact of a mandate on the number of people covered by insurance would 
depend on its scope, the extent of enforcement, and the incentives to comply, as well 
as the benefits that enrollees received. Individual mandates, for example, could be 
applied broadly to die entire population of die United States or to a specific group, 
such as children; employer mandates might vary by the size of the firm. (Option 3 in 
the Budget Options volume is a specific requirement for large employers to offer cover- 
age or pay a fee. Under the provisions of chat option, the number of newly insured 
individuals would be relatively small, only about 300,000.) 
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Penalties would generally increase individuals' incentives to comply with mandates, 
but when deciding whether to obtain insurance, people would also consider the likeli- 
hood of being caught if they did not comply. Data from the tax system and from 
other government programs, where overall rates of compliance range from roughly 
60 percent ro 90 percent, indicate that mandates alone would not achieve universal 
coverage, largely because some people would still be unwilling or unable to purchase 
insurance. 

Facilitating Enrollment 

Simplifying the process of enrolling in health insurance plans or applying for subsidies 
could yield higher coverage rates and could also increase compliance with a mandate 
to obrain coverage. One approach would be to enroll eligible individuals in health 
insurance plans automatically, giving them the option to refuse that coverage or to 
switch to a different plan. Automatic enrollment has been found to increase participa- 
tion rates in retirement plans and government benefit programs, ft requires the gov- 
ernment, an employer, or some other entity to determine the specific plan into which 
people will he enrolled, however, and those choices may not always be appropriate for 
everyone. 

Factors Affecting Insurance Premiums 

Premiums for employment-based plans are expected to average about $5,000 per year 
for single coverage and about $ 13,000 per year for family coverage in 2009. Premiums 
for policies purchased in the individual insurance market are, on average, much 
lower — about one-third lower tor single coverage and one-half lower for family poli- 
cies, Those differences largely reflect the fact that policies purchased in the individual 
market generally cover a smaller share of enrollees’ health care costs, which also 
encourages enrollees to use fewer services. An offsetting factor is that average adminis- 
trative costs are much higher for individually purchased policies. The remainder of 
the difference in premiums probably arises because people who purchase individual 
coverage have lower expected costs for health care to begin with. 

The federal costs of providing premium subsidies, and the effects of those subsidies on 
the number of people who are insured, would depend heavily on the premiums 
charged. Premiums reflect the average cost: that any insurer — public or private — 
incurs, and those costs are a function of several factors: 

■ The scope of benefits the coverage includes and its cosr-sharing requirements, 

■ The degree of benefit management that is conducted, 

■ The administrative costs the insurer incurs, and 

■ The health status of the individuals who enroll. 
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Insurers’ costs also depend on the mechanisms and rates used to pay providers and on 
other forces affecting the supply of health care services. Proposals could affect many of 
those factors directly or indirectly. For example, the government might specify a min- 
imum level of benefits that the coverage must provide in order to qualify lor a subsidy 
or fulfill a mandate; such a requirement could have substantial effects on the pro- 
posals costs or its impact on coverage rates. 

Design of Benefits. Cost Sharing, and Related Budget Options 

Health insurance plans purchased in the private market tend to vary only modestly 
in the scope of their benefits — with virtually all plans covering hospital care, physi- 
cians’ services, and prescription drugs- — but they vary more substantially in their 
cost-sharing requirements. A useful summary statistic for comparing plans with dif- 
ferent designs is their “actuarial value,” which essentially measures the share of health 
care spending for a given population that each plan would cover. Actuarial values lor 
employment-based plans typically range between 65 percent and 95 percent, with an 
average value between SO percent and 85 percent. Cost-sharing requirements lor 
enrollees tend to be greater for policies purchased in the individual insurance market, 
where actuarial values generally range from 40 percent to 80 percent, with an average 
value between 55 percent and 60 percent. 

Public programs also vary in the extent of the coverage they provide. Medicaid 
requires only limited cost sharing (reflecting the low income of its enrollees); cost 
sharing under CHIP may be higher bur is capped as a share of family income. 
Medicares cost sharing varies substantially by the type of service provided; for exam- 
ple, home health care is free to enrollees, but most hospital admissions incur a deduct- 
ible of about $1,000. In addition, the program does not cap the out-of-pocket costs 
that enrollees can incur. Overall, the actuarial value of Medicares benefits for the 
nonelderly population is about 15 percent lower than that of a typical employment- 
based plan. Those considerations would affect CBO’s analysis of proposals to expand 
enrollment in public programs. 

In general, the more comprehensive rhe coverage provided by a health plan, the higher 
the premium or cost per enrollee. Indeed, an increase in a health plan’s actuarial value 
would also lead enrollees to use more health care services. Reflecting the available evi- 
dence. CBO estimates that a 10 percent decrease in the out-of-pocket: costs that 
enrollees have to pay would generally cause their use of health care to increase by 
about 1 percent ro 2 percent. The agency would apply a similar analysis to proposals 
that included subsidies to reduce the cost-sharing requirements that lower-income 
enrollees lace. 

Several budget options examine the effects of changing cost-sharing requirements in 
the Medicare program. Option 81 would replace the programs current requirements 
with a unified deductible, a uniform coinsurance rate, and a limit on out-of-pocket 
costs. That option would reduce federal spending by about $26 billion over 10 years 
— mostly because of the increase in cost sharing for some services and the resulting 
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reduction in their use. Option 83 would combine those changes in the Medicare 
program with limits on the extern to which enrol lees could purchase supplemental 
insurance policies (known as medigap plans) that typically cover all of Medicare’s cost- 
sharing requirements. That option would reduce federal spending by about $73 bil- 
lion over 10 years — with the added savings emerging because enrol lees would be more 
prudent in their use of care once their medigap plans did not cover all of their cost- 
sharing requirements. Options 84, 8$, and 86 would reduce federal outlays by impos- 
ing cost sharing for certain Medicare services that are now free to enrollees, and 
Option 89 would increase federal outlays by eliminating the gap in coverage (com- 
monly called the doughnut hole) in the design of Medicares drug benefit. Options 95 
through 98 would reduce federal spending by introducing or increasing cost-sharing 
requirements for health care benefits provided to veterans, military retirees and their 
dependents, and dependents of active-duty personnel. 

Management of Benefits 

Another factor affecting health insurance premiums and thus the costs or effects 
of legislative proposals is the degree of benefit and cost management that insurers 
apply. Nearly all Americans with private health insurance are enrolled in some rype of 
“managed care” plan, but the extent to which specific management techniques are 
used varies widely. Common techniques to constrain costs include negotiating lower 
fees with a network of providers, requiring that certain services be authorized in 
advance, monitoring the care of hospitalized patients, and varying cost-sharing 
requirements to encourage the use of less expensive prescription drugs. Overall, CBO 
estimates, premiums for plans that made extensive use of such management tech- 
niques would be 5 percent to 1.0 percent lower than for plans using minimal manage- 
ment. Conversely, proposals that restricted plans’ use of those tools would result in 
higher health care spending than proposals that did not impose such restrictions. 

Administrative Costs 

Some proposals would affect the price of health insurance by changing insurers’ 
administrative costs. Some types of administrative costs (such as those for customer 
service and claims processing) vary in proportion to the number of enrollees in a 
health plan, but others (such as those for sales and marketing efforrs) are more fixed; 
that is, those costs are similar whether a policy covers 100 enrollees or 1 00,000. As a 
result of those economies of scale, the average share of the policy premium that covers 
administrative costs varies considerably — from about 7 percent for employment- 
based plans with 1,000 or more enrollees to nearly 30 percent for policies purchased 
by very small firms (those with fewer than 25 employees) and by individuals. 

Some administrative costs would be incurred under any system of health insurance, 
but proposals that shifted enrollment away from the small-group and individual 
markets could avoid at least a portion of the added administrative costs per enrolice 
that are observed in those markets. In general, however, substantial reductions in 
administrative cosrs would probably require the role of insurance agents and brokers 
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in marketing and selling policies to be sharply curtailed and the services they provide 
to be rendered unnecessary. 

Spending by Previously Uninsured People 

The impact that the mix of enroltees has on health insurance premiums is also an 
important consideration, particularly for proposals that would reduce the number of 
people who are uninsured. The reason is that the use of health care by the previously 
uninsured will generally increase when they gain coverage. On average, the uninsured 
currently use about 60 percent as much care as the insured population, CBO esti- 
mates, after adjusting for differences in demographic characteristics and health status 
between the two groups. 

On the basis of the research literature and an analysis of survey data, CBO estimates 
that enrolling all people who are currently uninsured in a typical employment-based 
plan would increase their use of services by 25 percent to 60 percent; that is, they 
would use between 75 percent and 95 percent as many services as a similar group of 
insured people. The remaining gap in the use of services reflects the expectation that, 
on average, people who are uninsured have a lower propensity ro use health care, a 
tendency that would persist even after they gained coverage. For more incremental 
increases in coverage rates, CBO would expect that people who chose to enroll in a 
new program would be more likely to use medical care than those who decided not to 
enroll. 

In addition, recent estimates indicate that about a third of the care that the uninsured 
receive is either uncompensated or undercompensated — that is, they either pay noth- 
ing for it or pay less chan the amount that a provider would receive for treating an 
insured patient. To the extent that such care became compensated under a proposal to 
expand coverage, health care spending for the uninsured would increase, regardless of 
whether their use of care also rose. 

Proposals Meeting the Choice of an Insurance Plan 

The government could affect the options available to individuals when choosing a 
health insurance plan — and the incentives they face when making that choice — in a 
number of ways. In particular, proposals could establish or alter regulations governing 
insurance markets, seek to reveal more fully the relative costs of different health insur- 
ance plans, or have the federal government offer new health insurance options. 

The effects of proposals on insurance markets would depend on more than die impact 
they have on the premiums charged or on the share of the premium that enrollees 
have to pay; those effects would also reflect the market dynamics that arise as individ- 
uals shifr among coverage options and as policy premiums adjust to those shifts. In 
particular, the risk that some plans would experience “adverse selection” — that is, that 
their enrollees will have above-average or higher-than-expected costs for health care — 
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has important: implications for the operation of insurance markets and lor proposals 
that would regulate those markets or introduce new insurance options. 

Insurance Market Regulations and Related Budget Options 

Proposals could seek to establish or alter regulations governing the range of premiums 
that insurers may charge or the terms under which individuals and groups purchase 
coverage. Purchases in the individual insurance market and most policies lor small 
employers are governed primarily by state regulations. Those regulations differ in the 
extent to which they limit variation in premiums, require insurers to offer coverage to 
applicants, permit exclusions for preexisting health conditions, or mandate coverage 
of certain benefits. Roughly 20 percent ol applicants for coverage in the individual 
market have health problems thar raise their expected costs for health care substan- 
tially, and in most states they may be charged a higher premium or have their applica- 
tion denied; as a result, premiums are correspondingly lower in those states for the 
majority of applicants. 

Proposals might seek to modify the regulation of health insurance markets in order to 
make insurance more affordable for people with health problems or to give consumers 
more choices, but those goals might conflict with each other. For example, limiting 
the extent to which premiums for people in poor health can exceed those for people in 
better health (as some states currently do) would reduce premiums for those who have 
higher expected costs for health care, but it would also raise premiums for healthier 
individuals and thus could reduce their coverage rates. Other proposals might coun- 
teract such limits on variations in premiums — for example, by allowing people to buy 
insurance in other states. That approach would enable younger and relatively healthy 
individuals living in states with tight limits to purchase a cheaper policy in another 
stare. Older and less healthy residents who continued to purchase individual coverage 
in the tightly regulated states, however, would probably face higher premiums as a 
result. 

By themselves, changes in the regulation of the small-group and individual insurance 
markets would generally have modest effects on the federal budget and on the total 
number of people who are insured. Those budgetary effects would primarily reflect 
modest shifts into or out of Medicaid, CHIP, or employment-based coverage as those 
options became more or less attractive relative to coverage in the individual market. 
Proposals to require insurers to cover all applicants or to guarantee coverage of preex- 
isting health conditions would benefit people whose health care would not be covered 
otherwise, but insurers would generally raise premiums to reflect the added costs. 

Another approach that has attracted attention recently involves so-called high-risk 
pools. Most states have established such pools to subsidize insurance for people who 
have high expected medical costs and have either been denied coverage in the individ- 
ual insurance market or been quoted a very high premium. Overall participation in 
high-risk pools is limited- — there are currently about 200,000 enrollees nationwide — 
but proposals could seek to expand the use of those pools by providing new federal 
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subsidies. The costs of such subsidies would depend primarily on the average health 
care costs of enrollees, the share of those costs covered by the pool, and the number of 
people who enrolled as a result. 

CBO analyzed several specific options related to the regulation of insurance markets 
in its Budget Options volume. For example, Option 2 would allow insurers licensed 
in one state to sell policies to individuals living in any other state and to be. exempt 
from the regulations of those other states. Under that option, premiums would tend 
to rise for people with higher expected costs for health care living in states that tightly 
regulate insurance markets, and premiums would fall correspondingly for low-cost 
individuals in those states because some of them would find insurance policies wirh 
lower premiums sold in other states with looser regulations. As a result, according to 
CBOs estimates, by 2014 about 600,000 people with relatively low expected health 
care spending would gain coverage and about 100,000 people with higher expected 
costs would drop their coverage. In addition, some firms would stop offering health 
insurance plans altogether, resulting in an additional loss of coverage for about 
100,000 employees and their dependents. Those changes in coverage would generate 
nearly $8 billion in additional federal revenues over 10 years, as some compensation 
shifted from untaxed health benefits to taxable wages. Among those who were no lon- 
ger offered employment-based coverage, a small number would enroll in Medicaid 
causing roughly a $400 million increase in federal outlays over the 2010-2019 period. 

Option 6 would require states to use “community rating” of premiums for small 
employers who purchase coverage from an insurer — meaning that insurers would 
have to charge all applicants the same per-enrollee premium for a given policy. Under 
chat option, total enrollment in the small-group health insurance market would fall by 
about 400,000 (or roughly 1 percent of current enrollment) in 2014, reflecting the 
net effect of both increased enrollment by people with high expected costs and 
decreased enrollment by people with low expected costs. The budget deficit would be 
reduced by about $5 billion over the next decade, largely as a result of higher tax reve- 
nues. Option 4 would require all states to establish high-risk pools and provide federal 
subsidies toward enrollees' premiums. Enrollees would be responsible for paying pre- 
miums up to 1 50 percent of the standard rate for people of similar age. That option 
would increase the deficit by about $16 billion over the 2010-201 9 period; on net, 
about 175,000 individuals who would have been uninsured otherwise would gain 
insurance coverage in 2014. 

Steps to Reveal Relative Costs 

Some proposals would seek to restructure the choices that individuals face — and 
expose more clearly the relative costs of their health insurance options — either by 
reducing or eliminating the current tax subsidy for employment-based insurance or by 
encouraging or requiring the establishment of managed competition systems. Both 
approaches would provide stronger incentives for enrollees to weigh the expected ben- 
efits and. cosrs of policies when making decisions about purchasing insurance. As a 
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result, many enrollees would choose health insurance policies that were less extensive, 
more tightly managed, or both, compared with the choices made under current law. 

The current tax exclusion for the premiums of employment-based health plans pro- 
vides a subsidy of about 30 percent, on average, if both the income and payroll taxes 
that are avoided are taken into account. Eliminating that exclusion, or replacing it 
with a fixed-dollar tax credit or deduction, would effectively require employees to 
pay a larger share of the added costs of joining a more expensive plan; conversely, 
employees would capture more of the savings from choosing a cheaper plan. As a 
result, according to CBO’s estimates, people would ultimately select plans with premi- 
ums that were between 15 percent and 20 percent lower than the premiums they 
would pay under current law. Less extensive changes, such as capping the amount that 
may be excluded at a certain dollar value, would have proportionally smaller effects on 
average premiums. 

The key features of a managed competition system involve a sponsor, such as an 
employer or government agency, offering a structured choice of health plans and mak- 
ing a fixed-doilar contribution toward the cost of that insurance. Enrollees would thus 
bear the cost of any difference in premiums across plans. In CBO’s estimation, a pro- 
posal requiring that approach would yield average premiums for health insurance that 
were about 5 percent lower than those chosen under current law. Proposals that also 
adopted other features of managed competition, such as standardization of benefits 
across plans and adjustments of sponsors’ payments to those plans to reflecr the health 
risk of each enrollee, might yield more intense competition among plans and help 
avoid problems of adverse selection. 

Federally Administered Options and Related Budget Options 

Under some proposals, the federal government would make available additional 
options for insurance — for example, by providing access to the private health plans 
that are offered through the Federal Employees Health Benefits (FEHB) program. 
The effects of that approach would depend critically on how the premiums for non- 
federal enrollees were set. If insurers could charge different premiums to different 
applicants on the basis of their expected costs for health care, the option would resem- 
ble the current small-group and individual markets and rhus would have little impact. 
Alternatively, if new enrollees were all charged the same premium, the FEHB plans 
would be most attractive to people who expected to have above-average costs for 
health care. If no subsidies were provided, the total premiums charged to nonlcderal 
enrollees would probably be much higher than chose observed in the program 
today — so the number of new enrollees would probably be limited. Depending on the 
specific features of such proposals, providing access to FEHB plans might not prove to 
be financially viable because of adverse selection into those plans. 

The government could also design an insurance option based on Medicare that would 
be made more broadly available, on a voluntary basis, to the nonelderly population. 
The federal costs per enrollee would depend primarily on the benefits that system pro- 
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vided; the rates used to pay doctors, hospitals, and orher providers of health care; and 
the extent of any premium subsidies that were offered to enrollecs — all of which could 
differ from Medicares current design. As for whether such a plan would be more or 
less costly than a private health insurance plan that provided the same benefits to a 
representative group of enrollees, the answer would vary geographically. Assuming 
that Medicare’s current rules applied, those costs would be comparable in many urban 
areas, but in other areas, the cost of the government-run plan would be lower (as is 
evident in the current program through which Medicare beneficiaries may enroll in a 
private health plan). At the same time, because Medicare currently provides broad 
access to doctors and hospitals and employs little benefit management, a Medicare- 
based option might attract relatively unhealthy enrollees, which could drive up its 
premiums, federal costs, or both. 

Many of the same considerations would arise in designing a single-payer, Medicare- 
for-all system, but that approach might raise some unique issues as well- — and the 
scale of its impact on federal costs could obviously be much larger if nearly all of the 
population was covered. Enrollees could be offered a choice of plans under a single- 
payer system (as happens in Medicare). If, instead, only one design option was offered 
and all residents were required to enroll in it, then concerns about adverse selection 
would not arise. That approach could also reduce the administrative costs that doctors 
and hospitals currently incur when dealing with multiple insurers. The lack of alterna- 
tives with which to compare that program, however, could make it more difficult to 
assess the systems performance. More generally, that approach would raise important 
questions about the role of the government in managing the delivery of health care. 

Under the provisions of Option 27 in the Budget Options volume — which would 
allow individuals and employers to buy into the FEHB program — CBO estimates 
that about 2.3 million people would enroll in 2014, of whom about 1.3 million 
would have been uninsured otherwise. The new program would constitute a separate 
insurance risk pool for nonfederal enrollees, and their premiums would not be the 
same as those for federal employees. However, premiums would be the same for all 
nonfederal enrollees within each plan in a particular geographic area and would be 
structured so that they did not lead to any new outlays by the federal government. 
The estimate reflects an assessment rhar the individuals who enrolled in the program 
would have greater-chan -average health risks, which would lead to higher premiums 
than if the entire eligible population had enrolled in the program. Although consider- 
able uncertainty exists about the financial viability of FEHB plans in such a program, 
CBO estimated that features such as an annual open-enrollment period, limited 
exclusions of coverage for preexisting health conditions, and participation by small 
employers would limit adverse selection and yield a stable poo! of enrollees. The buy- 
in option would increase the deficit by almost $3 billion from 2010 to 2019, reflect- 
ing the net effect of reduced revenues (from a shift in employers’ compensation to 
nontaxabie health insurance) and reduced outlays from lower enrollment in Medicaid. 
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Option 18 would establish a Medicare buy-in program for individuals ages 62 ro 64. 
CBOs analysis reflects an assessment that rhe government could set a premium at a 
level such that the program was self- financing; that is, the premium would not be sub- 
sidized (and a mechanism would be established to ensure that outcome). As with the 
option to buy into the FEHB program, CBO would expect the buy-in program to 
attract individuals with higher- than -average health risks. Although the program 
would be structured so that enrollees paid its full costs through their premiums, fed- 
eral spending would increase by about $1 billion over 10 years because some people 
would choose to retire— -and thus receive Social Security benefits — earlier than they 
would have otherwise. In a typical year of the buy-in program, CBO estimates, about 
300,000 people would participate, of whom 200,000 would otherwise have pur- 
chased individual coverage, 80,000 would have been uninsured, and 20,000 would 
have remained employed and had employment-based coverage. 

Factors Affecting the Supply and Prices of Health Care Services 

The ultimate effects of proposals on the use of and spending for health care depend 
not only on factors that affect the demand for health care services, such as the number 
of people who are insured and the scope of their coverage, bur also on factors that 
affect the supply and prices of those services. T he various methods used for setting 
prices and paying for services, and the resulting payment rates, affect the supply of 
health care services by influencing the decisions that doctors, hospitals, and other pro- 
viders of care make about how many patients to serve and which treatments their 
patients will receive. Average payment races for Medicare, Medicaid, and private 
insurers also differ, which would affect the budgetary impact of proposals that shifted 
enrollees — and their costs — from one source of coverage to another. Changes in pay- 
ment rates lor public programs or in the amount of uncompensated care provided to 
the uninsured could also affect private payment rates. 

Payment Methods, Incentives for Providers, and Related Budget Options 

Most care provided by physicians in the United States is paid for on a fee-for-service 
basis, meaning that a separate payment is made for each procedure, each office visit, 
and each ancillary service (such as a laboratory test). Hospitals are generally paid a 
fixed amount per admission (a bundled payment to cover all of the services that the 
hospital provides during a stay) or an amount per day. Such payments may encourage 
doctors and hospitals to limit their own costs when delivering a given service or bun- 
dle, but they can also create an incentive to provide more services or more expensive 
bundles if the additional payments exceed the added costs. 

Other arrangements, such as salaries for doctors or periodic capitation payments 
(fixed amounts per patient), do not provide financial incentives to deliver additional 
services. Those approaches raise concerns, however, about providers’ incentives to 
stint on care or avoid treating sicker patients. One study randomly assigned enrollees 
to different health plans and found that those in an integrated plan (which owns the 
hospitals used by enrollees and pays providers a salary) used 30 percent fewer services 
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than enrolices in a fee- for-ser vice plan, but whether those results could be replicated 
more broadly is unclear. 

Proposals could seek to change payment methods either indirectly or directly. They 
could change the payment methods used by private health plans indirectly by encour- 
aging shifts in enrollment toward plans that have lower-cost payment systems. For 
public programs, such as Medicare and Medicaid, federal policymakers could directly 
change payment methods. In. either case, making chose changes could prove to be very 
difficult. 

Chapter 5 of CBO s Budget Options volume examines a number of policies that could 
change the way that providers arc paid and thus die incentives they have. Most of 
those options focus on Medicare, but other options address Medicaid or the larger 
health care system. Some options would involve relatively modest changes in payment 
methods, but others would make more dramatic changes to those methods and thus 
to incentives for providers. Given the significant uncertainty surrounding the effects 
of some approaches, a series of pilot projects or demonstration programs might pro- 
vide valuable insights into how to design new payment systems to achieve lower 
spending while maintaining or improving the quality of care. 

Option 30, for example, would bundle Medicares payments for hospital and post- 
acute care. Under the specifications of that option, federal spending would be reduced 
by about $19 billion over the 2010-2019 period, CBO estimates. That approach 
would constitute a significant change in the way Medicare pays for post-acute care 
(which includes services provided by skilled nursing facilities and home health agen- 
cies). Medicare would no longer make separate payments for post-acute care services 
following an acute care inpatient hospital stay Inscead, the unit of payment for acute 
care provided in hospitals would be redefined and expanded to include post-acute care 
provided both there and in nonhospital settings. Hospitals would have incentives to 
reduce the cost of post-acute care for Medicare beneficiaries by lessening its volume 
and intensity or by contracting with lower-cost providers. 

Option 38 illustrates how Medicare could move away from fee-for-service payments 
to physicians in favor of a blend of capitated and per-service payments. That option 
would require the Centers for Medicare and Medicaid Services (CMS) to assign 
each beneficiary who participates in fee-for-servicc Medicare to a primary care 
physician. Those physicians would receive approximately three-fourths of their 
Medicare payments on a per-service basis and approximately one-fourth under a capi- 
tated arrangement; they would also receive bonuses or face penalties, depending on 
the total spending for all Medicare services incurred by their panel of beneficiaries. 

In response to the incentives created by that payment approach, physicians would 
probably try to reduce spending among their panel of patients in several ways — for 
example, by limiting referrals to specialists, increasing their prescribing of generic 
medications, and reducing hospitalizations for discretionary procedures. According 
to CBO's estimates, this option would increase payments to physicians and decrease 
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payments to all other Medicare providers, with a net federal savings of about £5 bil- 
lion between 2010 and 2019, 

Payment Rates and Related Budget Options 

The financial incentives created by different payment systems — and the spending 
amounts they yield — also depend on the level at which payment rates, or prices, are 
set. Those rates depend partly on the methods that arc used to set them. Private-sector 
payment rares are set by negotiation, reflecting the underlying costs of the services 
and the relative bargaining power of providers and health, plans; in turn, bargaining 
power depends on factors such as the number of competing providers or provider 
groups within a local market area. Fee- for- service payment rates in Medicare and 
Medicaid are generally sec administratively. That method poses a number of chal- 
lenges, including how to determine providers’ costs — particularly for services that 
require substantial training or that become cheaper to provide when they are per- 
formed more frequently. Additional issues include how to account for the quality of 
those services and their value to patients, and what impact rate setting might have on 
the development of new medical technology. 

On average, payment rates under Medicare and Medicaid are lower than private 
payment rates. Specifically, Medicare’s payment rates for physicians in 2006 were 
nearly 20 percent lower than private rates, on average, and its average payment rates 
for hospitals were as much as 30 percent lower. As for Medicaid, recent studies indi- 
cate that its payment rates for physicians and hospitals were about 40 percent and 
35 percent lower, respectively, than private rates. Within Medicare, and probably 
within Medicaid as well, those differentials vary geographically and tend to be larger 
in rural areas and smaller in urban areas (where competition among providers is gen- 
erally greater). Given those differences, proposals that shifted enrollment between 
private and public plans could have a large impact on payments to providers and on 
spending for health care. Depending on how providers responded to those changes, 
enrollees’ access to care could be affected. 

Chapters 7 and 8 of the Budget Options volume examine a wide variety of ways in 
which payment rates for medical services and supplies could be changed under both 
the Medicare and Medicaid programs. In particular, Option 55 would reduce (by 
1 percentage point) the annual update factor under Medicare for inpatient hospital 
services; by CBO’s estimates, that change would yield $93 billion in savings over 
10 years. Option 59 includes several alternatives for increasing payment races for phy- 
sicians under Medicare, which (under current law) are scheduled to fall by about 
21 percent in 2010 and by about 5 percent annually for several years thereafter. The 
10-year cost of those alternatives ranges from $318 billion to $556 billion. 

Responses to Changes in Demand or Payment Rates 

Changes in payment rates could also have an indirect effect on spending by altering 
the number of services that providers would be willing to supply. Similarly, the bud- 
getary effects of covering previously uninsured individuals would depend not only on 
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the resulting increase in their demand for care but also on how that increase affected 
the supply and prices of services. Because the number of U.S. -trained physicians that 
will be available to work over the next 10 years is largely fixed, supply adjustments in 
the short run would have to occur in other areas — which could include changes in the 
number of hours doctors worked or in their productivity, inflows of foreign- trained 
physicians, or changes in doctors fees and patients' waiting times. 

Whether and to wdiat extent the supply of physicians and other providers would 
become constrained also depends on the size of the increase in demand for their ser- 
vices and the amount of time available for adjustments to occur. CBO’s analysis 
indicates that providing the uninsured population with coverage that is similar to a 
typical employment-based plan would increase total demand for physicians' services 
and hospital care by between 2 percent and 5 percent, if payment rates rose in 
response to that increase in demand, the impact on spending could be larger. Spend- 
ing on behalf of previously uninsured people would also increase to the extent that the 
uncompensated care they had received became compensated. 

Uncompensated dare and Cost Shifting 

Another issue chat arises when analyzing payment rates is whether relatively low rates 
for public programs or the costs of providing uncompensated or undercompensated 
care to the uninsured lead to higher payment rates for private insurers — a process 
known as cost shifting. To the extent that such cost shifting occurs now, proposals 
that reduced the uninsured population or that switched cnrollecs from public to 
private insurance plans could affect private payment rates and thus alter insurance 
premiums. For that to occur, however, doctors and hospitals would have to lower the 
fees they charged private health plans in response to a decline in uncompensated care 
or an increase in their revenues from insured patients. 

Overall, the effect of uncompensated care on private-sector payment rates appears 
to be limited. According to one recent set of estimates, hospitals provided about 
$35 billion in uncompensated care in 2008, representing roughly 5 percent of their 
total revenues.^ Roughly Half of those costs may be offset, however, by payments 
under Medicare and Medicaid to hospitals that treat a disproportionate share of low- 
income patients. Estimates of uncompensated care provided by doctors are consider- 
ably smaller, amounting to a few billion dollars, so the costs of providing such cate do 
not appear to have a substantial effect on private payment rates for physicians. 

Whether and to what extent payments to hospitals under Medicare and Medicaid fall 
below the costs of treating those patients is more difficult to determine. Recent studies 
indicate, however, that when pavmenr rates change under those programs, hospitals 
shift only a small share of the savings or costs to private insurers (the same logic would 
apply for uncompensated care). Instead, lower payment rates from public programs or 
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large amounts of uncompensated care may lead hospitals to reduce their coses, possi- 
bly by providing care that is less intensive or of lower quality than would have been 
offered had payments per patient been larger. 


Administrative Issues and Effects on Other Programs 

The extent to which proposals would affect health insurance coverage or federal 
budgetary costs, and the timing of those effects, would depend partly on the adminis- 
trative responsibilities and costs that those proposals entailed and partly on their inter- 
actions with other government programs. Other factors would also affect coverage 
and costs, including the impact of any maintenance-of-efforr provisions that might be 
applied to states or employers and the treatment of various segments of the popula- 
tion, including people who are ineligible for current government health programs and 
those who — although eligible— are generally difficult to reach and enroll. 

Administrative Issues 

Proposals could require both federal and state governments to assume new adminis- 
trative responsibilities and could allocate those responsibilities to new or existing 
agencies. How well agencies fulfilled new missions — and how long it would take them 
to do so — would depend on the scope of the new responsibilities and the funding 
provided. Even with adequate funding, implementing a major initiative might take 
several years, as illustrated by the experience with rhe new Medicare drug benefit. One 
way to ease the implementation of a new federal program would be to build on exist- 
ing programs; CHIP, for example, was implemented relatively rapidly because it 
largely built on the existing infrastructure of the state-operated Medicaid program. 

Maintenance-of-Efidrt Requirements 

A proposal chat created new 1 subsidies for health insurance could lead employers 
or states to scale back the coverage that they sponsor, particularly if a new federally 
funded program provided similar or more generous benefits. To prevent such 
responses or offset their effects on federal spending, proposals could include 
maintenance-of-effort provisions. Monitoring and enforcing such requirements 
for private firms would be difficult, however, unless proposals specified effective 
reporting mechanisms and sufficient penalties for violations. 

States’ maintenance-of-effort provisions are generally structured in two ways: requir- 
ing states to maintain existing programs ar historical eligibility or benefit levels (as is 
done under CHIP), or requiring states to continue spending funds at certain histori- 
cal or projected levels or to return some of their savings to the federal government (as 
is done for the Medicare drug benefit). The effectiveness of such requirements would 
depend on how they were defined, the enforcement mechanisms that were specified, 
and the incentives for states to comply. The provisions for CHIP and the Medicare 
drug benefit are examples of effective approaches. 
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Effects on Other Federal Programs 

Proposals could also have unintended effects on eligibility for other federal programs 
that are not directly related to health care. New subsidies for health insurance might 
be counted as income or assets when determining eligibility lor benefits in means- 
tested programs (such as the Supplemental Nutrition Assistance Program, formerly 
known as the Food Stamp program) unless explicitly excluded by law. Proposals chat 
changed the employment-based health insurance system could shift compensation 
between wages and fringe benefits, thus affecting eligibility' for government benefits 
(including Social Security) or rax credits (such as the earned income tax credit) that 
are based on cash earnings. Temporary or aggregate adjustments could be made to 
benefit formulas in order to minimize any adverse effects, but some recipients might 
still be made worse off. 

Treatment of Certain Populations 

The treatment of certain populations would present various administrative challenges 
for proposals to expand coverage. Some individuals, including military personnel 
and veterans, already receive health benefits from the federal government, and issues 
might arise regarding the coordination of their current benefits with new federal 
subsidies. In other cases, federal health programs currently deny benefits to certain 
populations, such as unauthorized immigrants or prison inmates, and proposals 
would have to specify whether and how those restrictions would apply to new pro- 
grams. Other populations, such as the homeless, face challenges enrolling in existing 
programs, and similar issues might arise in designing new subsidies for health insur- 
ance. Those considerations would affect both the costs of proposals and their overall 
impact on rates of insurance coverage. 

Changes in Health Habits and Medical Practices 

In addition to any broader changes they make in the health insurance and payment 
systems, proposals could include specific elemenrs designed to induce individuals to 
improve their own health or to encourage changes in how diseases are treated. 
Through a combination of approaches, proposals could try to change rhe behavior of 
both patients and providers by: 

■ Promoting healthy behavior, including measures aimed at reducing rates of obesity 
and smoking; 

■ Expanding the use of preventive medical care, which can either impede the devel- 
opment or spread of a disease or detect its presence at an early stage; 

■ Establishing a “medical home ,, for each enrollee. typically involving a primary care 
physician who would coordinate all of his or her care; 
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■ Adopting “disease management” programs that, seek to coordinate care for and 
apply evidence-based treatments to certain diseases, such as diabetes or coronary 
artery disease; 

■ Funding research comparing the effectiveness of different treatment options, the 
results of which could help discourage the use of less clinically effective or less cost- 
effective treatments; 

■ Expanding the use of health information technology, such as electronic medical 
records, which would make it easier to share information about patients' condi- 
tions and treatments; and 

■ Modifying the system for determining and penalizing medical malpractice. 

Some of those initiatives could improve individuals’ health or enhance the quality 
of the care that they receive, but it is not dear that they also would reduce overall 
health care spending or federal costs. In its analysis of such initiatives, CBO considers 
the available studies that have assessed the particular approaches. In many cases, those 
studies do not support claims of reductions in health care spending or budgetary 
savings. 

Challenges in Demonstrating Savings 

For several reasons, it may be difflcuir to generate reductions in health care spending 
from such initiatives. In some cases, the problem is largely one of identifying and tar- 
geting the people whose participation would cause health care spending to decline. 
Broad programs aimed ar preventive medical care and disease management could 
reduce the need for expensive care for a portion of the recipients but could also pro- 
vide additional services — arid incur added costs — for many individuals who would 
not have needed costly treatments anyway. To generate net reductions in spending, 
the savings that such interventions generated for people who would have needed 
expensive care would therefore have to be large enough to offset the costs of serving 
much larger populations. 

A related issue is that many individuals or health plans might already be taking the 
steps involved (or will in the future) even in the absence of a new requirement or 
incentive. The effect of any proposal would have to be measured against that trend, 
and a large share of any subsidies involved might go to people who (or health plans 
that) would have taken those steps even if there were no requirements or incentives ro 
do so. For example, some doctors and hospitals are already using electronic medical 
records, and more will adopt that technology in the future under current law, so new 
subsidy" payments would go to many providers who would have purchased such sys- 
tems anyway, and savings would accrue only for those providers who accelerated their 
purchases as a result of the subsidy. 
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In other cases, the effect on health care spending depends crucially on whether 
doctors and patients have incentives to change the use of health care services. For 
example, studies may find that a given treatment has fewer clinical benefits or is less 
cost-effective (meaning that added costs are high relative to the incremental health 
benefits) for certain types of patients— dn.it those results may not have a substantial 
effect on the use of that treatment unless the financial incentives facing doctors 
(through their payments) or patients (through their cost sharing) are aligned with the 
findings. Similarly, proposals to establish a medical home may have little impact on 
spending if the primary care physicians who would coordinate care were not given 
financial incentives to limit their patients’ use of other health services. 

Other types of initiatives might ultimately yield substantial long-term health benefits 
but might not generate much savings, at least in the short term. Even if successful, 
measures to reduce smoking and obesity — two factors linked to the development of 
chronic and acure health problems — might not have a substantial impact on health 
care spending for some time. In the long term, spending on diseases caused by poor 
health habits could decline substantially, but the impact on federal costs would also 
have to account for people living longer and receiving more in Medicare benefits (for 
the treatment of other diseases and age-related ailments) as well as other government 
benefits that are not directly related to health care (including Social Security benefits). 
Similarly, investments in health information technology might require substantial 
start-up costs that would be difficult to recapture in the typical 5- and 10-year 
budgetary time frames used to evaluate legislative proposals. 

Demonstrating savings might also be difficult because of data limitations and meth- 
odological concerns. For example, studies have found chat tort limits, by reducing 
malpractice awards, cause premiums for malpractice insurance to fall and thus could 
have a very modest impact on doctors’ fees and health care spending. Some observers 
argue that tort limits would yield larger reductions in that spending because doctors 
would stop ordering unnecessary tests and taking other steps to reduce rhe risk of 
being sued. CBO has not found consistent evidence of such broader effects, but that 
may reflect the difficulty of disentangling the impact of changes to the medical mal- 
practice system from other factors affecting medical costs. 

Related Budget Options 

in its Budget Options volume, CBO estimated the effect of several approaches aimed at 
changing health habits or medical practice. For example, Option 1 06 would impose a 
new excise tax on sugar-sweetened beverages (equal to 3 cents per 12 ounces of bever- 
age), which would raise about $50 billion in revenues from 2010 to 2019. CBO did 
not, however, estimate that spending on health care would be reduced under that 
option. After evaluating the available evidence, CBO could not establish causal links 
between lower consumption of sugar-sweetened beverages (which would occur under 
the option) and the use of health care. Studies indicate, for example, that people 
would offset the reduction in their consumption of such beverages with increases in 
consumption of other unhealthy foods — so the impact on obesity rates is not clear. In 
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addition, even though obesity is associated with higher spending on health care, the 
effect of losing weight on spending for health care is more difficult to determine. 

CBO also analyzed the effects of establishing a “medical home" for chronically ill 
enrollees in the Medicare fee- for- service program (see Option 39). As designed, 
that option would increase Medicare spending by about $6 billion over 10 years 
because of the fees provided to practitioners who elecced to become medical homes. 
Alternatively, approaches that would give primary care physicians a financial incentive 
to limit their patients’ use of expensive specialty care — such as the option imposing 
partial capitation, discussed above — could reduce Medicare spending (depending on 
the specific features of their design). In the realm of preventive medical care, CBO 
analyzed the impact of basing Medicares coverage of such services on evidence abour 
their effectiveness (see Option 1 10). That option would save nearly $1 billion over 
10 years because it would lead the Medicare program ro drop coverage for services 
that are currently covered even though an independent task force has recommended 
against their use (reflecting evidence that the preventive services are either ineffective 
or do more harm than good). 

Under Option 45, the federal government would fund research that compares the 
effectiveness of different medical treatments. 1 he results of that research would gradu- 
ally generate modest changes in medical practice as providers responded to evidence 
on the effectiveness of alternative treatments, the net effect of which would be to 
reduce total spending on health care in the United States; the resulting reductions in 
spending for federal health programs would partly offset the federal costs of conduct- 
ing that research. Option 8 would impose specific limits on medical malpractice 
awards; the resulting reduction in premiums for malpractice insurance would yield 
reductions in the federal budget deficit of nearly $6 billion over 10 years. (CBO did 
not conclude that the option would have broader effects on the use of health care 
services.) 

Finally, Options 46 through 49 provide various approaches to increase the adoption 
of health information technology and electronic medical records. Option 46 would 
create incentives under the Medicare program to adopt that technology; the primary 
effects on federal outlays would stem from the payment of bonuses for adopting it or 
the collection of penalties for not doing so. Option 47 would require doctors and hos- 
pitals to use electronic health records in order to participate in Medicare. CBO judged 
chat virtually all doctors and hospitals would adopt electronic health records as a 
result, reducing the federal budget deficit by about $34 billion over 10 years (or by a 
larger amount if Medicares payments ro doctors and hospitals were also reduced to 
capture the resulting gains in their productivity'). 
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Effects on Total Health Care Spending, the Scope of the Federal 
Budget, and the Economy 

Proposals that would substantially change the health insurance marker could affect 
total spending on health care, the flow of payments between various sectors of the 
economy, and the operation of the U.S. economy. CBO will consider chose effects in 
its analyses of major health care proposals. 

Effects on Total Spending and the Scope of the Federal Budget 

Many health insurance proposals would have an impact on total spending for health 
care, and some might contain provisions that explicitly limit the level or rate of 
growth in health care spending; such proposals might impose a global budget or bud- 
getary cap on all or a part of that spending. The effectiveness of such strategies would 
depend on several factors, including the scope of the global budget, the targets 
selected for different categories of spending, and the mechanisms used to enforce 
the caps. 

In addition to their overall effects on federal spending and revenues, proposals that 
made substantial changes to the health insurance system or its financing methods 
could raise a number of budgetary issues. Such proposals could have substantial effects 
on the flows of payments among households, employers, and federal and state govern- 
ments — even if the proposals were budget neutral from a federal perspective. Some 
proposals might assign the federal government a more active role in the health insur- 
ance market; for example, the government could be required to disburse subsidies 
covering the cost of health insurance, collect health insurance premiums from policy- 
holders, or make payments to insurers. Any of those changes might raise questions 
regarding who — the government, the insured, or the insurer — would bear financial 
responsibility for any shortfalls in payments that might occur. 

Other proposals might require char individuals or businesses make payments directly 
to nongovernmental entities. Depending on the specific provisions of such proposals, 
CBO might judge that payments resulting from federal mandates should be recorded 
as part of the federal budget even if the funds did not flow through the Treasury. The 
extent of federal control and compulsion is a critical element in determining budget- 
ary treatment. In general, CBO believes that federally mandated payments — those 
resulting from the exercise of sovereign power — and the disbursement of those pay- 
ments should be recorded in the budget as federal transactions. 

Effects on the Economy 

Proposals that made large-scale changes affecting the provision and financing of 
health insurance could also have an impact on the broader economy. Because most 
health insurance is currently provided through employers, proposals could affect labor 
markets by changing individuals’ decisions about whether and how much to work and 
employers’ decisions ro hire workers. Such effects could arise in several ways: 
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■ Proposals that decreased the return from an additional hour of work, by imposing 
new taxes or phasing out subsidies or credits for health insurance as earnings rise, 
could cause some people to work fewer hours or leave the labor force. 

■ Proposals that made health insurance less dependent on employment status could 
induce some people to retire earlier and others to change jobs more often. 

■ Proposals that treated firms differently on the basis of such characteristics as the 
number of employees or average wages could affect the allocation of workers 
among firms. 

■ Proposals that required employers to provide health insurance could adversely 
affect the hiring of employees earning at or near the minimum wage, because the 
total compensation of those workers could exceed their value to the firm. 

Some observers have asserted that domestic firms providing health insurance to their 
workers incur higher costs for compensation than do competitors based in countries 
where insurance is not employment based and that fundamental changes to the health 
insurance system could reduce or eliminate that disadvantage. Although U.S. employ- 
ers may appear to pay most of the costs of their workers’ health insurance, economists 
generally agree that workers ultimately bear those costs. Thar is, when firms provide 
health insurance, wages and other forms of compensation are lower (by a correspond- 
ing amount) than they otherwise would be. As a result, the costs of providing health 
insurance to their workers are not a competitive disadvantage for U.S. -based firms. 

in addition to their effects on the labor market, proposals could also affect the size 
of the nation’s stock of productive capital, especially through their effects on govern- 
ment budgets. Those effects would depend partly on how the costs of any insurance 
expansions or other changes were financed. T he net effect on the economy of a broad 
proposal to restructure the health insurance system would, not surprisingly, depend 
crucially on the details. 
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Chairman Conrad. Thank you. Dr. Elmendorf, thank you for 
your testimony. I want to get to a point that has really struck me 
ever since I began studying health care, and that is, about 5 per- 
cent, roughly 5 percent of the Medicare population uses half of the 
budget. So roughly 5 percent, maybe a little bit more than that, de- 
pends year to year, use half of all the money, and they are the 
chronically ill. 

When I went to business school and you found a statistic like 
that, you know, you focused on it like a laser. Half the money going 



469 


to only 5 percent of the patient base. And a number of years ago, 
they did a study with about 20,000 patients. They put a case man- 
ager on every one of the cases. These are people that are chron- 
ically ill. They have multiple serious conditions. And they found by 
that simple act they dramatically reduced the number of prescrip- 
tion drugs they were taking, they dramatically reduced hospitaliza- 
tion, they dramatically reduced the number of duplicate tests that 
patient population was subjected to, and they saved substantial 
amounts of money and got better health care outcomes. 

When we did the Medicare prescription drug bill, I tried to get 
funding to dramatically ramp up the number of people, because 
what we do not know is it works with 20,000 patients, but what 
happens when you go to 250,000 — which is what I wanted to see 
tested. Can we manage that? 

Have you looked at this whole question of care coordination? And 
what is your assessment of how rich the ore is there to be mined? 

Mr. Elmendorf. I think the ore is potentially very rich. You are 
exactly right about the distribution of spending. A small share of 
beneficiaries are responsible for a large share of all Medicare 
spending. Of course, this is true in health insurance in general. 
Most people get through a year needing very little medical care, 
and some need a great deal of medical care. So a certain amount 
of that skewness in the distribution of benefits is natural in health 
insurance, but it does raise the possibility that better management 
of the care for those people could substantially reduce health 
spending. And there are instances, as you note, where reductions 
in spending have been considerable. 

But as you say, the challenge is trying to apply that on a broader 
scale. That means several things. Part of it is to empower providers 
to manage patients’ overall care. So it means — for example, in our 
review of possible options for health care reform, we talk about 
bundling of post-acute care with care given in hospitals in terms 
of Medicare’s reimbursement. So currently Medicare will reimburse 
a hospital for a patient, but when the patient leaves the hospital, 
then other providers will submit separate claims for reimburse- 
ment. So it is possible that bundling the original services, the origi- 
nal acute care services and the post-acute services under one buck- 
et with one reimbursement would then empower the hospitals pre- 
sumably to manage that care in a better fashion. 

So we have to empower providers to have that influence over pa- 
tients’ overall care, but then we also need to be sure that the Fed- 
eral Government provides incentives for those providers to, in fact, 
economize on care. So coordinating care better is almost certain to 
improve health. Whether it saves money in the Nation as a whole, 
or the Federal Government, depends on whether there are specific 
incentives in the coordination to economize unnecessary services 
and for the Federal Government to capture some of the savings 
from that. 

Chairman Conrad. Let me just say this study that was done is 
very interesting. The first thing they did is go into people’s homes, 
get all the prescription drugs out on the table. On average, they 
found these people were taking 16 prescription drugs. And after a 
review, they were able to cut it in half. 
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I went through this same exercise with my father-in-law, and 
sure enough, we get around the kitchen table, and he was taking 
16 prescription drugs. We get on the phone to the doctor, and we 
were able to cut it in half. And I said to the doctor, “How does this 
happen?” He said, “You know, Kent, he has got a heart specialist, 
he has got a lung specialist, he has got an orthopedic specialist, he 
has got me as a family practice doctor. Everybody is prescribing. 
He is getting drugs from the corner pharmacy, from the hospital 
pharmacy, from the pharmacy at the beach, he is getting them 
mail order. He is sick and confused. His wife is sick and confused. 
We have got chaos.” And chaos costs money. 

Mr. Elmendorf. One very important aspect of Medicare, which 
is really done on a fee-for-service basis now in most cases, is physi- 
cians, and it is exactly what you say. My mother is a Medicare pa- 
tient with a large collection of specialists and a large collection of 
overlapping treatments. And finding a way to make the physicians 
work together both to improve health and save spending is the 
challenge. And we review some options in these books about orga- 
nizations to do that. We call them “bonus-eligible organizations.” 
They are sometimes called “accountable care organizations.” They 
are groups of physicians. A medical home is an idea where a pri- 
mary care physician would be the principal doctor. You are one’s 
medical home, if you will. And that physician then has more re- 
sponsibility and potentially has some financial incentive for ensur- 
ing that you see just the doctors you need and have just the tests 
that you need. 

Again, that has the potential of improving health and reducing 
costs, but these ideas have not been tried very widely, and that is 
why it is unclear which specific ones will be most effective, even 
though I think there is a general consensus about moving in this 
direction. 

Chairman Conrad. It seems to me that it is just common sense 
that if you have got everybody in different silos and you do not 
have care coordination, things are going to be far more expensive. 
And, frankly, about the last thing somebody who is sick wants to 
do is a bunch of duplicate tests and duplicate visits to doctors’ of- 
fices. That is not in anybody’s interest. 

I have very little time left. Let me just ask with respect to — I 
have always been intrigued by the German system. Maybe that is 
because I am part German. But I have always been intrigued by 
their system, which is, as I understand it, you get the coverage 
largely based on where you work; it is employment related. People 
are put in large purchasing pools so they have leverage in the ne- 
gotiation to get good rates. And the government’s role is to make 
certain that those who could not be otherwise covered, their em- 
ployers are too small or the people have insufficient income, that 
is the government’s role. But that is the limit of the government’s 
role. 

Have you studied that system at all? And what is your assess- 
ment of it, if you have? 

Mr. Elmendorf. I have not studied that system carefully, and I 
do not know if CBO has. I think the issues that you raise are the 
key issues, which are: How do you pool people and what sorts of 
subsidies are provided to whom? But in addition to the financing, 
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there is also this very important question about how health care 
is delivered. And you noted yourself tremendous variation across 
regions of this country in terms of the way physicians and hospitals 
practice medical care. 

The reasons for the differences across regions are not completely 
clear, and what it is that works and does not work in certain places 
is not completely clear, and that is the difficulty in squeezing that 
out. Other nations do spend much less on health care as a share 
of their GDP than we do, without suffering evident deterioration in 
their health. But it is separating the wheat from the chaff in 
health care that is a key challenge. 

Chairman Conrad. Thank you. 

Senator Sessions. 

Senator Sessions. Thank you very much. 

Dr. Elmendorf, thank you for your foresight and for laying the 
groundwork for developing the information that will help this Con- 
gress deal with one of our biggest crises, which is health care. I do 
not think the present system is working. I do not think it is work- 
ing well. But I have to tell you that I do not know how to fix it. 

Senator Wyden has got a very promising idea. He has talked to 
me about it. Others have ideas. And so it is something we have got 
to wrestle with. 

Just to tie down those numbers, I see that health care premiums 
have gone up 78 percent between 2001 and 2007, whereas workers’ 
earnings have risen only 19 percent. It seems to me, would you not 
agree, that that is an unsustainable trend? 

Mr. Elmendorf. Yes, sir. 

Senator Sessions. And looking at your charts — and Senator 
Conrad has talked about this over the years, but just with regard 
to Medicaid and Medicare, Medicaid over 75 years is projecting a 
$36 trillion shortfall. Is that right? 

Mr. Elmendorf. That sounds right, yes. 

Senator Sessions. And Medicaid, a $16 trillion shortfall, so a $62 
trillion shortfall there. If something does not change, the taxpayers 
will have to just pick that up by higher taxes and more payments 
into the system. Is that fundamentally correct? 

Mr. Elmendorf. That is right. As long as health spending is 
growing faster than GDP, then it will continue to soak up an ever 
increasing share of our output and an ever increasing share of the 
Federal budget. 

Senator Sessions. Which diminishes the amount of money that 
families would have for housing, for clothing, for schooling, for 
automobiles, and everything else. 

Mr. Elmendorf. Yes. 

Senator Sessions. This is an unhealthy trend, I guess you would 
agree. 

Mr. Elmendorf. Critically unhealthy, yes. 

Senator Sessions. With regard to the physicians and their reim- 
bursement rate, would you agree that they have a legitimate con- 
cern that they need certainty in their future? And do you happen 
to have the numbers close by as to what it costs this year to fix 
their reimbursement rate to keep it from falling as compared to 
what would happen if Congress does not act? I think we have got 
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about a 20-percent expected reduction in their payments next year 
if we do not act. 

Mr. Elmendorf. There will be a 21-percent reduction in this 
coming year, and then 5-percent reductions annually for years to 
come. One of the options that CBO addresses — or a set of options 
as ways of adjusting that, if one were to eliminate the sustainable 
growth rate mechanism, this feature of the law, and hold bene- 
ficiaries harmless from the increases in premiums, that would cost 
$556 billion over the next 10 years. 

Senator Sessions. Well, that is a stunning number, and that is 
obviously why we have not put it in the budget. We hope it will 
go away, but fundamentally it is not going away unless we do de- 
velop some new processes for containing costs. And I hope that we 
can. 

You talk about your analysis. I would suggest — and maybe you 
can elaborate on it. You are concerned about unintended con- 
sequences and things that might appear to result in X may result 
actually in X plus Y. Tell me about, let us say, preventive medicine. 
There is a belief that we can save considerable amounts of money 
by investing more in preventive medicine. 

Now, I fully recognize that preventive medicine can make the 
quality of a person’s life better and maybe their employment better. 
But with regard to actual reduction of cost, is there some doubt 
about that how much it would reduce cost? 

Mr. Elmendorf. On your general point, Senator, the health care 
delivery system and the health care financing system are both in- 
credibly complex, and changes to any part of those systems could 
reverberate through the systems in ways that are very difficult for 
analysts like those at CBO to anticipate. I think that is a legiti- 
mate concern in approaching health care reform. 

On preventive medicine, there seem to be some forms of preven- 
tive medicine that are cost-effective — we should do more of them — 
and others that are not cost-effective, and we should not nec- 
essarily do more of them. 

Senator Sessions. When you say cost-effective, are you consid- 
ering the benefit to a person’s health or are you just saying the 
total net cost to the Government is not a savings or it might be 
some savings? 

Mr. Elmendorf. I meant cost-effective including the effects on 
people’s health. Obviously, it is hard to value that. But as experts 
have looked at a range of medical care and a range of preventive 
services, it seems there are some things that we are just not doing 
enough of relative to their benefit/cost ratio and others that we 
should be doing much less of. 

Senator Sessions. And we have data that would help us make 
that decision already, or do we need more data? 

Mr. Elmendorf. We have those data for some preventive serv- 
ices and not for others. There is a whole list of possible preventive 
services for which the experts, the task force simply throws up its 
hands and says we do not know enough yet about the value. I will 
mention one specific example: flu shots for older Americans. It is 
recommended for older Americans to get flu shots. Well less than 
half get them. If you were to get flu shots to virtually all older 
Americans, that would prevent a number of people from getting the 
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flu and having very serious consequences, but it would be expen- 
sive because you have to give shots to a lot of people who do not 
now get shots. 

So there are some direct savings in terms of the care. There also 
is some offsetting costs in terms of giving the shots. That direct off- 
set is about a third of the financial — now this is a financial benefit 
to the Government calculation. There are some direct savings to 
Medicare by not having to provide intensive care for people who get 
the flu. About a third of that is offset by the extra cost of giving 
people the flu shot. And, moreover, just from a purely financial 
point of view, people who do not get the flu live to get other disease 
and maybe die from the other diseases. So there are indirect costs 
to Medicare down the road because somebody who is saved from 
the flu today can live several more, hopefully healthy, years but 
might get sick with something else inside the 10-year budget win- 
dow. 

So the 10-year budget savings are essentially zero, even though 
it is a very effective means of increasing health. And that is one 
of the examples of how it is that things that are good to do by a 
whole range of metrics do not necessarily address the Govern- 
ment’s budget problem. 

Senator Sessions. Information technology is likewise potentially 
beneficial, but perhaps not as much as some have expected and had 
hoped to see? 

Mr. Elmendorf. CBO believes that over time essentially all pro- 
viders will have health information technology at their fingertips 
for patient records, for electronic prescribing, for guidance in their 
clinical decisions. The proposals that have been on the table are 
generally to accelerate — to provide penalties or bonuses to encour- 
age providers to accelerate that adoption. 

We think that would have some beneficial effects on health and 
would save the Government some money. I think the biggest pos- 
sible savings come from combining that sort of technology with in- 
centives to use it in a way that reduces excess utilization of care 
and coordinate care and so on. So it really is the — as I said in my 
comments, the information is very helpful, but would be much 
more helpful if it comes with incentives to use it in certain ways. 

Senator Sessions. Well, I hope that we can — I think it is inevi- 
table and necessary that we move to that, and I think it has the 
potential to avoid misprescribing of drugs and other things. 

Mr. Chairman, I would agree with you. In my personal family, 
my mother and her sister, when you get them back with the doctor 
and sit down, they make a lot of changes, often reducing medicines 
and coming out with better results. So that is, I am sure, a true 
picture of some of the errors we are making in health care. 

Thank you. 

Chairman Conrad. Thank you, Senator Sessions. 

I am going to turn to Senator Wyden, but before I do, I just want 
to say how much I appreciate the exceptional work that Senator 
Wyden has done on health care reform. I think his group now is 
13 Senators, about evenly divided between Republicans and Demo- 
crats, who have come together around a comprehensive health care 
reform proposal and one that is fiscally responsible and one that 
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scores that way with the Congressional Budget Office, which is a 
rarity around here. 

So, Senator Wyden, thank you for your very good work. 

Senator Wyden. Mr. Chairman, thank you for your kind words, 
and let me also pick up on a point you made in your opening state- 
ment, and that is, Chairman Conrad indicated that it is important 
to be cautious about the idea of going out in this health reform de- 
bate and spending vast sums of new money right out of the gate. 
And, boy, I sure share your view. 

We ran the numbers, Dr. Elmendorf, with the CBO figures. You 
all indicated that we are going to spend $2.5 trillion this year on 
health care. There are 305 million of us. If you divide 305 million 
into $2.5 trillion, you could go out and hire a doctor for every seven 
families in the United States. You could hire a doctor for every 
seven families, pay the doctor $235,000 and say, “Doctor, this year 
your job will be to take care of those seven families.” Whenever I 
bring this up with the physicians, they say, “Where could I go to 
get my seven families?” Because it is obvious, as Chairman Conrad 
pointed out, we are spending enough. We are not spending it in the 
right places. 

Let me, if I might, going again to the CBO budget books, unpack, 
I think, the best ways to find money quickly to responsibly pay for 
health reform. And in your budget options, 9, 10, and 11 deal with 
the Federal tax rules. This is the biggest sum of money that is 
being spent on health care today, just under $250 billion. It re- 
wards inefficiency and disproportionally favors the most affluent. 

Now, my first question to you is I note that not only does CBO 
score this as making substantial savings, but on page 5 of your tes- 
timony this morning, you say something that I have not seen be- 
fore, which is that the savings from modifying the Federal tax code 
would actually grow in the years ahead. 

Could you amplify a little bit on that? Because I thought I had 
been scouring the books on this point, but I think that is really 
something of a breakthrough, because your original document 
showed it makes substantial savings, and now today you are argu- 
ing that it will save even more down the road? 

Mr. Elmendorf. Senator, you are right about the size of the tax 
expenditure, if you will. The exclusion of employer-paid health in- 
surance from income taxes costs the Government about $145 billion 
currently, and the exclusion from payroll taxes costs the Govern- 
ment about $100 billion currently. Those numbers are larger as one 
looks down the road. This is not something that we invented now, 
although perhaps we brought it to a wider attention. All tax provi- 
sions grow to some extent over time because the economy grows 
and prices rise. But the value of this exclusion grows with health 
care spending over time. So our estimate of the value of this provi- 
sion, I think more specifically the way the Joint Tax Committee es- 
timated some of these options, has it growing over time with health 
care spending, because whatever employers end up putting into 
health insurance does not count as taxable income. 

Senator Wyden. I asked Dr. Orszag this, but because this is your 
first appearance here, I feel compelled to ask you as well. The 
President made two pledges in his campaign that it seems to me 
in the health area bring Democrats and Republicans together. And 
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we do have seven members of this Committee as cosponsors. We 
are working with Chairman Kennedy and Chairman Baucus; Sen- 
ator Alexander is a cosponsor — a number of colleagues on both 
sides of the aisle. And the President said, one, he wants to make 
sure that everybody can keep the coverage they have, and we have 
that actually in a section called “Guaranteeing you can keep the 
coverage you have.” The second is he said that he wants to make 
sure middle-class people do not get clobbered with new taxes on 
their health care. 

Based on my analysis and what Dr. Orszag has said, it would be 
possible to keep both of the President’s pledges in a bipartisan bill 
and, based on your figures in 9, 10, and 11 of the CBO option re- 
port, still have a substantial amount of new money available for 
health reform. Do you share Dr. Orszag 1 s view on that point? 

Mr. Elmendorf. I agree with Peter that, in principle, one can 
use the pool of money generated by these exclusions from payroll 
and income taxes and increase health insurance coverage very sub- 
stantially. But I want to be clear. Options 9, 10, and 11 in our book 
lead to reduced insurance coverage that in those options there are 
substantial budget savings, but actually less insurance coverage. 

Now, one can vary the parameters one chooses. The issue here 
is that as one restricts the exclusion by taxing that compensation 
in some way, one then raises the relative cost of health insurance. 
That is the idea in many people’s minds. That is what makes peo- 
ple then scrutinize health spending more carefully because it is 
more an apples-to-apples comparison with other goods they might 
want to buy. But it is also true that raising the relative cost of 
health insurance induces some people not to buy health insurance 
unless there are other forms of subsidy provided or mandates or 
something else. 

So those options alone do not accomplish your objective, but 
there are other options I think one could pursue that would expand 
health insurance coverage and not do so on the 

Senator Wyden. That is a fair point, and it also fleshes out the 
score that the Chairman referred to for our legislation, because in 
our legislation not only do we let people keep what they have, we 
have written it so that everyone would be able to get a mid-range 
Federal employee package, and that would be a guarantee because 
of other savings. What I have tried to do, what you have confirmed 
in principle, is that there is such a large amount of money there 
in the Federal tax rules that you do free up a substantial amount 
for expanding coverage, and I appreciate your characterization. You 
are not here to testify on particular bills, and Dr. Orszag was not 
either. But, in principle, there is enough money to expand coverage. 

One last point, and that is on this question of purchasing health 
care more efficiently. I think as you get into this, there are really 
kind of three parts to this. One is you have to have a data base 
that in some way is in a position to look at the behavior of health 
care providers. Second, you have to do what President Obama is 
doing, which is to set in place a system of electronic medical 
records. But at the third level, you have the really difficult, painful 
judgment, which is at some point Medicare and the private sector 
cannot reimburse for expensive services that are not of much value. 
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Those strike me as the three pieces of a strategy to squeeze out the 
inefficiency. 

I would like your reaction on that and any other thoughts about 
what it is going to take to make the system more efficient. 

Mr. Elmendorf. I agree with and I think most analysts would 
agree with your emphasis on information and on incentives, and 
the information serves a number of purposes, as you mentioned. 
Part of it is to ensure that if an individual doctor is treating a pa- 
tient, he or she can see what else has been done to that patient — 
what other drugs they may be on, what other doctors they have 
seen, what other tests they have had. Also, technology that stores 
and makes information available can provide guidance to doctors. 
It is called “Clinical Decision Support.” So if a patient presents to 
a doctor with certain characteristics, the doctor can get some guid- 
ance from the system in many cases about what treatments might 
be most effective. 

Technology is very important, but I think you are absolutely 
right, one needs incentives to go with that. The challenge with the 
incentives — as you said correctly, you do not want to reimburse for 
procedures that are not useful or beneficial. The challenge is we do 
not know what procedures are most beneficial, on average. And 
even if we did, or when we do, we will not know who they are most 
beneficial for. There are very few medical procedures that are good 
for nobody. It is not a case that there is a whole branch of a hos- 
pital which never does any good for anybody. The problem is that 
there are procedures that will be useful, and particularly cost-effec- 
tive, for some people in some circumstances and not for others. 

So it is distinguishing — it is much more complicated than saying 
Medicare will not pay for something and will pay for something 
else. It is trying to set it up so that Medicare pays in the cases 
when it is useful and not when it is not. And that is a much harder 
set of rules to write. It is always changing. We have new proce- 
dures, we have new learning about what works and does not work. 
And ultimately mistakes will be made. There will be people — one 
can say this procedure is not worth doing because it only helps 1 
in 100 people and it is very, very expensive. So a cost/benefit cal- 
culation says that is not worth doing, we can improve health more 
by wellness programs or something else. But if you are the 1 in 
100, that is not going to be much consolation, and that kind of 
choice is very difficult. 

Senator Wyden. Thank you, Mr. Chairman. 

Chairman Conrad. Thank you. 

Senator Bunning. 

Senator Bunning. Thank you, Mr. Chairman. 

Welcome, Dr. Elmendorf. 

Mr. Elmendorf. Thank you, Senator. 

Senator Bunning. I want to get on health information tech- 
nology. It seems to make sense from a quality and efficiency stand- 
point. Many people seem to argue that it will save the health care 
system a lot of money. In the book “Key Issues in Analyzing Major 
Health Insurance Proposals,” CBO seems skeptical, at least, that 
substantial cost savings will occur. Can you walk us through what 
the potential benefits and shortfalls are of implementing health in- 
formation technology, especially from the cost perspective? 
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Mr. Elmendorf. In the options that CBO has estimated the 
budgetary effects of, there are savings to the Government, but as 
you are noting, the bulk of those savings come from the penalties 
themselves. So the way these options work is that there might be 
some bonus for adopting health information technology soon and a 
penalty for not adopting it. And the biggest budgetary effects come 
from the bonuses that are paid or the penalties that are collected. 
The savings from reducing unnecessary utilization of health care 
are comparatively small, and I think the principal reason for that 
is that providing the technology by itself does not ensure that the 
technology is used effectively. And one needs to combine the tech- 
nology with incentives to make cost-effective decisions if one wants 
a cost-effective outcome. 

I think there are other issues, I should say as well. Although a 
lot of work has been done in developing health information tech- 
nology, we are not at the point where we know how to move the 
data around quickly and efficiently enough. There is development 
work underway, but it will take some time. 

There are places, for example, the Veterans Administration’s hos- 
pitals, where health information technology has been used to very 
strong positive effect, but applying that — the VA system is a closed 
system, a particular set of rules. Applying that broadly across the 
whole medical profession with all the variation will take time to 
figure out as well. So some of that is delay, and some of that I 
think is needing the incentives as well. 

Senator Bunning. Being from a very rural State — Kentucky — 
some of our doctors think that information technology is the savior 
on cost reduction, because we only have like three or four major 
centers of hospitals. So the transfer of information between critical 
care centers in the rural areas and the major hospitals in either 
Louisville in northern Kentucky or Lexington or Owensboro, for in- 
stance, they argue the fact that if we could transfer the information 
back and forth quickly, we could reduce the costs dramatically. 

What do you say to that? 

Mr. Elmendorf. I think that is quite possible. I think that is an 
important use of health IT that I did not mention, but I think it 
is an important one. The problem that CBO faces in putting num- 
bers in a book like this is that we have to rely on evidence from 
cases where certain changes in health care have been used, and 
there are a lot of possible changes, and some things have been 
tried, but many have not been tried, or have not been tried in the 
combination that people are thinking about them. 

So the fact that we score something having a certain value, it 
does not mean that we know that is the effect. In many cases, the 
uncertainty that we face is very large, and I think there are cases, 
as you suggest, where there may be benefits that we have not in- 
corporated. There may be other cases where some studies have 
been very positive in ways that will turn out not to be transferable 
to other contexts, and we will get less savings than we have writ- 
ten down. 

Senator Bunning. OK. As the cost of health care increases, so do 
the number of uninsured. CBO estimates that the number of unin- 
sured will reach 54 million by the year 2019. Today there are about 
45 million. 
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With this increase in the uninsured, what will the impact be on 
the Federal and State health care programs? 

Mr. Elmendorf. That is our estimate of people who will end up 
without insurance. There are people who will be — over this next 
decade who will lose employer-sponsored insurance and who will 
move on to Federal programs or Federal/State programs directly. 
The uninsured receive care about 60 percent of as much care as 
people who are insured in this country, and those costs are borne 
in some different ways. Part of that is that we make payments 
from Medicare and Medicaid to hospitals with a disproportionate 
share of patients who do not have insurance. Another part of the 
way those costs are borne is that hospitals economize on their serv- 
ices that they provide, on the amenities they provide. And there is 
another small piece, analysts estimate, that is borne by private in- 
sured patients. 

So I think the bulk of the extra cost will be taken up by hospitals 
in ways that involve some reduction of services and some reduction 
of amenities. 

Senator Bunning. Don’t you think those with private health care 
insurance pay up the difference to help cover those that are unin- 
sured? 

Mr. Elmendorf. There is certainly a logic to that, but the evi- 
dence suggests that that cost shifting is comparatively small. In 
fact, hospitals are charging private payers all they can charge them 
anyway, and 

Senator Bunning. Yes, I know they are. 

Mr. Elmendorf. And so that 

Senator Bunning. From experience. 

Mr. Elmendorf [continuing]. Changes in the government pay- 
ments, for example, to providers, to hospitals under Medicare, 
changes in those payments don’t seem to have a strong effect on 
the payments the private insurers make for the hospitals. So from 
that evidence, it seems that changes in uncompensated care would 
have some effect, but not the predominant effect on private insur- 
ance. 

Senator Bunning. Last question. In terms of health care reform, 
many people are advocating for a law mandating health coverage 
as a way to ensure everyone is covered. From CBO’s perspective, 
would mandating health care insurance lead to universal health 
care coverage? 

Mr. Elmendorf. No. I was very careful in my testimony to use 
the phrase “near universal coverage” and to say that accomplishing 
that requires, I think in the view of all analysts, a combination of 
approaches, pooling of risks, subsidies in some form, and either a 
mandate or processes to facilitate enrollment. So even the combina- 
tion of those will not lead to truly universal coverage because peo- 
ple slip through the cracks of systems. And any one piece of those 
proposals is not likely to lead to even near universal coverage. 

Senator Bunning. Thank you, Doctor. 

Mr. Elmendorf. Thank you, Senator. 

Chairman Conrad. Thank you, Senator Bunning. 

Next, we will go to Senator Whitehouse. Before we do, I just 
want to say that Senator Whitehouse comes to this committee with 
considerable experience in dealing with health care funding crisis 
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at the State level and that experience has already been of consider- 
able help to this committee. Senator Whitehouse? 

Senator Whitehouse. Well, thank you, Chairman, and what a 
beautiful segue to my question, which was going to have to do with 
our relationship with you. During one of the reforms that I man- 
aged in Rhode Island, we had an actuarial firm looking over our 
shoulder so that we could quantify the savings that we needed to 
take out of a system. In my experience, there were things that the 
actuarial firm recommended because they could quantify them, be- 
cause actuarial science lends itself to the calculation of that par- 
ticular mode of reform. And there were other things that they 
couldn’t evaluate. 

And we had to make a policy decision, and in one case, we de- 
cided to not go the path where they could quantify the reform be- 
cause we just felt it wouldn’t work, and instead we did something 
that they gave us literally zero credit for. And they said to us, look, 
you are probably doing the right thing here, but because we don’t 
have that experience you talked about, because we can’t look back 
at proven evidence, we are disabled from telling you officially that 
this will work. 

And what I worry about is that we are headed into, I think, a 
fiscal crisis that is going to make the current economic problem 
look like a picnic. I mean, if you look at $35 trillion in unfunded 
Medicare liability bearing down on us inevitably, and we are fight- 
ing now over a $700 or $800 billion bill as if that were the end of 
the world, $35 trillion is just enormous and we have to get after 
that. 

I have two concerns about your actuarial science. One, there is 
a limited amount of evidence, and so you are very limited in what 
you can sign off on in terms of scoring. And two, areas that we 
have been talking about, like health information infrastructure and 
investment in quality reform that saves money and reimbursement 
reform, end up being dynamically inter-engaged. 

We had a witness who came here and said — used an example of 
a toaster. You test putting the toast in the toaster and you take 
it back out. It didn’t work. You test putting the lever down. It 
didn’t work. You test plugging it in. It didn’t work. Nothing made 
toast. Nothing will work. But if you plug it in and put the toast 
in and then push it down, boom, toast. 

So there is a second worry, which is that it is very hard for some- 
body in your position with the professional restrictions that you 
have to operate under to try to quantify those dynamic interactions 
that can make the difference between an information technology 
system that just sits on doctors’ desks and another one that saves 
potentially, according to RAND, $350 billion a year. 

What do we do about that? And does there need to be some new 
entity of some kind establishment that can provide the kind of dy- 
namic oversight that we need for these dynamic interactions be- 
tween the different types of solutions necessary to turn this around 
in the short period of time before the $35 trillion hits us and then 
we are in trouble that makes today’s troubles look like they are 
troubles in a minor key? I count on you through this, and how 
much do your limitations make you a partner but not a complete 
guide in all of this? 
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Mr. Elmendorf. I agree entirely with your concern, Senator. 
CBO is going to draw on existing evidence about the effects of 
changes and that evidence will be weak in many cases, and it will 
be particularly weak in cases that involve the interactions of sev- 
eral policy changes. 

We have a fair amount of evidence related to incremental 
changes on policies that have been in place for a long time, because 
almost everything has been moved up and down and you can see 
how the world has responded to that. We have very little evidence 
about interlocking changes in the complex health care system. I 
don’t think that our numbers should be the ultimate determinant 
of the policies that you and your colleagues will vote for and 
against. 

Senator Whitehouse. We will have to make some leaps of faith 
based on our best judgments. 

Mr. Elmendorf. Yes. Now, however, let me say I think we can 
be of great service to you in judging what leaps are worth taking. 

Senator Whitehouse. Yes. 

Mr. Elmendorf. There are leaps the faith that lead the people 
falling into the chasm and there are leaps of faith that have at 
least a passing chance of grabbing hold on the other side. Our ex- 
pertise, I think, can be very valuable to you in judging what leaps 
to take. 

As I said, I think there is a fairly broad consensus about some 
of the overall direction that the health care system should move in 
to make it more effective and cost efficient. Much less agreement 
about specifically what steps will do that. Is it medical homes? Is 
it accountable care organizations? Is it greater bundling of hos- 
pitals’ care and post-acute care? Is it health IT? Is it — there is a 
whole list of these possibilities. I think there is a tendency in dis- 
cussions of health care to view one of them as a silver bullet or to 
dismiss it as a failure because it is not the silver bullet. 

I think, in fact, most analysts believe that we need to try a set 
of policies. Some will be duds or even counterproductive. Others 
will turn out to be more effective than we anticipate. And that try- 
ing, though, will mean doing things that we — some of those things 
we should anticipate will fail, and that is this leap of faith that I 
think needs to be taken. But again, choosing what leaps to take, 
I think, we can be very important. Not all leaps are the same, and 
how far you leap and choosing ways of doing demonstration 
projects and changes to have a long-run goal — which is a quite dif- 
ferent system perhaps, but moving there incrementally so that in- 
direct effects on the rest of the system can be evaluated — are ways 
of reducing the risk associated with those leaps. 

Senator Whitehouse. And if you are going to not only take those 
leaps, but then have to manage and evaluate them to see which 
ones were productive and which ones were not, and if you are look- 
ing at delivery system reform across the health care system and 
not just isolating Medicare and Medicaid patients, where presently 
in the U.S. Government is there an authority that can effectively 
oversee that set of dynamic changes on a going forward basis? 

Mr. Elmendorf. So I think the changes in Medicare are impor- 
tant, not just for their — not just because Medicare itself is a large 
program 
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Senator Whitehouse. No, no, trying to do it systemwide and 
reach beyond Medicare and Medicaid. 

Mr. Elmendorf [continuing]. But also, I think, as an example 
that it sets in two levels. One is that physicians who adopt health 
IT because Medicare makes them for Medicare patients will use 
it 

Senator Whitehouse. I have got 22 seconds left 

Mr. Elmendorf [continuing]. For other 

Senator Whitehouse [continuing]. So I would love to have this 
discussion with you, but let us assume the premise of my question, 
which is that we are trying to do a delivery system reform that 
goes outside of just the Medicare and the Medicaid patient. Do we 
presently have an authority in government that can oversee the dy- 
namic process of engagement? 

Mr. Elmendorf. No. 

Senator Whitehouse. OK. Thank you. 

Chairman Conrad. Senator Alexander is next, and before he 
starts his questioning, I want to thank him and the bipartisan 
group that he has meet Tuesday mornings. They have been very 
focused on the long-term issues that confront the country with the 
budget and the complete unsustainability of our current course. I 
just want to thank him for all the focus and the effort that he has 
put into that effort. 

Senator Alexander. 

Senator Alexander. Thank you, Senator Conrad. I have two 
questions. One is about the relationship between entitlement re- 
form and health care, and the second is about Medicaid, and excuse 
my voice a little bit. 

The bipartisan breakfasts, to which Senator Conrad referred, has 
had three straight meetings on entitlement reform and the new Di- 
rector of the Office of Management and Budget, your former col- 
league, came today. It was supposed to be a discussion about the 
President’s interest in entitlements and it ended up being almost 
all about health care reform. 

I asked to rejoin the committee so that I could support the 
Conrad-Gregg effort to find some process by which we could re- 
strain spending on entitlements in the future, and now Senator 
Gregg has been abducted and I don’t know what we will do, but 
we will find a way to go forward. But one of the initial questions 
we have got to deal with and the President does and the Congress 
does, too, is what comes first? There are different views on that. 

My instinct is this, that if you are going to try to restrain a sys- 
tem that is growing at a rate as big as the medical system in this 
country is, taking 18 percent of GDP, that is such a big change 
that we can’t just restrain it. First, we have got to fix it. 

And so my question to you is, don’t we have to fix, or do what- 
ever we are going to do to Medicare and Medicaid and the health 
care system before we impose on it the kinds of restraints that will 
control the growth of its cost? 

Mr. Elmendorf. I think there is certainly a risk that if one sim- 
ply ratchets down in a mechanical way the spending on health 
care 

Senator Alexander. For example, if we just tell the doctors who 
visited Senator Sessions that we are going to cut them to 60 per- 
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cent for the next 10 years and we are not going to change it every 
year, I don’t see that that is even possible. 

Mr. Elmendorf. So I think that mechanical changes without 
adapting the system to try to weed out the less useful medical care 
and keep the more useful care, I think does raise a substantial risk 
of taking out good, cost-effective medical care. But I think most an- 
alysts would also suggest that changes are needed along a whole 
variety of dimensions in our health care financing and delivery sys- 
tem and that probably the right process is not one thing at a time, 
but trying a set of things at once and seeing how they work and 
seeing what can be done better. 

Senator Alexander. Well, I think the entitlement issue, though, 
is more of a process problem than a policy problem. We have got 
to find a way to force ourselves to deal with restraining growth in 
such important programs. And because the Speaker doesn’t like the 
Conrad-Gregg idea and the Chairman of the Finance Committee 
doesn’t like it, we are probably going to have to come up with a 
very gross, blunt method of putting a cap of some kind on the 
amount of money we can spend on the entitlement programs. It is 
such a blunt thing that if we do it without making the changes 
that you just mentioned, we will literally be saying to the doctors 
in Alabama that it is 60 percent this year and 50 percent next year 
and we really mean it because we have got a big cap on the way 
we do things today. That is just my instinct. 

Now, here is my second question. In my early years as Governor, 
in the 1980’s, I asked for an appointment with President Reagan 
and I asked him if he would swap Medicaid for kindergarten 
through the 12th grade. In other words, I thought the State and 
local governments ought to be in charge of K through 12 and not 
expect the Federal Government to do anything. But more impor- 
tantly, it struck me that Medicaid was grossly inefficient with two 
bosses and the Federal Government was always coming up, even 
then, with requirements for who we had to cover without much re- 
gard for the difference in the amount of money available in Ten- 
nessee as compared to Connecticut. 

Medicaid was even in the 1980’s beginning to distort State budg- 
ets in a way that Washington didn’t appreciate. That is even worse 
today, and without getting into a long thing about it, the real rea- 
son college tuitions at State universities are rising so rapidly is be- 
cause the Medicaid program goes up so rapidly, and Governors, 
such as the former Governor of Virginia, sit there and have to 
spend this much on K through 12, and has got a court order about 
corrections, and has got a certain amount of money for roads, and 
gets down to the end of it and it is either the University of Virginia 
or it is the Medicaid program. And if the Federal Government is 
writing all the rules about the Medicaid program, it ends up being 
the Medicaid program. So State funding for the university goes 
down, tuitions go up, and then Congress meets and decides to put 
a whole bunch of rules on the universities because they don’t un- 
derstand why all that happened. 

So what I would like to do is get rid of the Medicaid program. 
And what I want to ask you is the putting of $90 billion into this 
recovery package that is coming toward us for the next 2 years for 
States for Medicaid going to take away from us the option of con- 
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sidering whether a new system of health care ought to just get rid 
of the Medicaid program and deliver health care to everyone in a 
different way. 

Mr. Elmendorf. I think you are right that the joint Federal- 
State control over Medicaid can be problematic in various ways. I 
would note one advantage, however, of the State control, which is 
that there is a variation in Medicaid programs across States and 
that is a bit of the experimentation process that I have described 
in which some States have tried to expand coverage in different 
ways. Massachusetts, for example, under a Medicaid waiver, has 
pushed a very expansive program for health insurance and that is 
a situation that analysts are learning a lot from. 

And more generally, I think, the underlying question is even if 
the program were moved to be a strictly Federal program — without 
changes in the way that it operates, reimburses physicians or who 
is eligible or something else — the costs are simply being swapped, 
as you said, and there can be organizational advantages in some 
cases of a swap, but it is not by itself a solution of the overall 
spending burden. 

Senator Alexander. But State budgets are so relatively small 
compared even just to the Federal spending on Medicaid. For ex- 
ample, in Tennessee, the State tax dollars collected a year are 
about $12 billion and the Federal dollars that go to the State are 
about $14 billion. Just in this new legislation that is the stimulus 
bill, we are adding $4 billion to the State of Tennessee over 2 years 
and its annual State taxes are only $12 billion in 1 year. So Ten- 
nessee is getting about $2 billion of Medicaid money over 2 years. 

I am not arguing about the stimulus bill so much as to say that 
even if we brought all of the health care spending to a central 
place, it would be a great act of federalism, in my opinion, because 
it would strengthen States and allow them to do a better job of 
other issues and it would help us better organize health care. I 
agree with you. There is some experimentation that is valuable. 
But it is a very expensive way to allow for State-by-State experi- 
mentation when you compare our TennCare program and the dis- 
aster it has been in Tennessee with the Massachusetts program. 

Mr. Elmendorf. If I can just say, I think you are right, Senator, 
that what you are describing at the State level is what the Federal 
Government is finding in some ways and what the private sector 
is finding, which is that the rapid growth of health costs are driv- 
ing so many other decisions that it has become such an over- 
whelming part of the activities of the government and the activities 
of the economy as a whole in a way that seems to be distorting pri- 
orities, and I think that is one of the imperatives that many people 
see for reform. 

Chairman Conrad. I thank the Senator. 

Now, we are going to Senator Warner. Let me just say before he 
proceeds that he comes to us as not only a former Governor of Vir- 
ginia, but also somebody very successful in the business sector, so 
he brings a special perspective to these health care issues. And I 
can tell you, last week the single most interesting hour I spent was 
in a meeting with Senator Warner, Senator Kerry, and with Larry 
Summers talking about the fiscal sector. I wish all of our col- 
leagues could have been part of that session, because it was a real 
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insight into our options and how serious the circumstance is that 
faces the nation. 

Senator Warner. 

Senator Warner. Thank you, Mr. Chairman, and thank you for 
the opportunity to serve on this very, very important committee 
and on issues that I have had a chance to wrestle with both at a 
State level and in the private sector. 

I want to focus my comments in two areas, one, around health 
care IT, and then to followup on Senator Alexander’s comments, 
which I share his concern — a slightly different variation, but clear- 
ly share his concern as a former Governor. 

I spent 20 years as in the telecom and IT sector and managed 
to eke out a living. We still wouldn’t be where we were in the wire- 
less area if there had not been some level of standards. One of the 
things that is so frustrating to me about the health care sector, 16 
percent of our GDP, is that it remains the only major sector of our 
society, or our business society, that has not been transformed by 
information technology. It is still around the edges. And while ar- 
guably hospitals and docs and others all have legacy systems, this 
is not a technology problem we are facing. This is a problem of po- 
litical will to force upon the health care system some level of stand- 
ardization. 

I saw in some of your study some questions about the efficacy of 
real cost savings from health care IT. Is that assuming that we are 
going to continue on this kind of nibbling process as opposed to 
having some level of across-the-board standards? 

Mr. Elmendorf. I think we are moving toward across-the-board 
standards, greater interoperability of systems, easier sharing of 
medical information, with some privacy concerns that people are 
trying to address, and there is an office in the Department of 
Health and Human Services that is trying to coordinate our moves 
as a country. 

We think that the right sort of incentives can encourage faster 
adoption of health IT. I think the principal reason we don’t score 
those as having very large reductions in utilization of health serv- 
ices is the lack of incentives to use the health IT in a way that re- 
duces costs. It is a tool that combined with other — with the right 
incentives, I think could be more useful than just Senator 
Whitehouse’s example, just having the toaster sitting there. 

Senator Warner. I guess one thing I would urge is that those in- 
centives both include penalties and differential reimbursement lev- 
els based upon utilization rates. 

Mr. Elmendorf. Several options do precisely that. They explore 
different schedules for bonuses for early adoption and penalties for 
late adoption, and we think those sorts of incentives have an im- 
portant effect on the rate of health IT adoption. 

Senator Warner. I would just make a comment that we would 
never have had a wireless system in this country without some 
governmental entity setting the standards. We would have never 
seen the transformation of business practices unless there had 
been, in effect, a Microsoft dominating product. 

The sense that the health care area is going to somehow reach 
some consensus on this — this is not a technology problem. Every- 
body has got a legacy system. Everybody has got a particular ap- 
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proach they want to take. I believe, Mr. Chairman, that long-term, 
we are going to have to weigh-in in a very major way in setting 
those standards and then be very, very aggressive on both incen- 
tives, but also penalties on making sure we move to that. You 
know, if a doctor doesn’t want to change the way he or she prac- 
tices, that is fine. Well, maybe our reimbursement rate ought to 
only be 95 cents on the dollar rather than $1.04 if you are going 
to actually move more quickly to the system. 

Following up on Senator Alexander’s comments, the area that I 
want to hone in on, I lived through that exact example on Medicaid 
costs rising almost faster than any other component, but I can even 
take a greater step back on a piece of Medicaid, which is the aging 
of our population. In my State, two-thirds of our Virginia citizens 
who are in nursing homes are there on Medicaid dollars. 

I really question whether we continue to put long-term care and 
its financing in the health care bucket, and with the aging of our 
population, whether that is sustainable. Too often, we have never 
tried to separate out long-term care and how we finance it from a 
different area. Do you think with an aging population, keeping 
long-term care in the health care overall approach is sustainable? 

Mr. Elmendorf. I think the deeper question you are noting is 
how will we as a society pay for long-term care. Right now, in the 
Nation as a whole, about half of long-term care costs are paid by 
Medicaid, some by Medicare, some by private long-term care insur- 
ance or out-of-pocket. I have two parents who spent time in long- 
term care. The costs are overwhelming and I don’t think we have 
a plan. 

Senator Warner. I would argue that there needs to be some soci- 
etal understanding that there is an individual responsibility to 
start planning for some level of long-term care when you turn 21 
or turn 25. It is not going to be simply a government obligation 
long-term. I don’t see how it is sustainable. 

And a followup on that, and I know we had an individual con- 
versation about this and I hesitate to raise this kind of issue in this 
kind of setting, but this is not just a governmental responsibility, 
it is a morality responsibility, it is a faith responsibility, but at 
some point in this dialog around health care, somebody is going to 
have to start a discussion about end-of-life issues. We constantly 
hear — I have heard estimations as Governor that ranged from 30 
percent to 60 percent, based upon the last 3 months to last year 
of life, and how we sort through those issues in an appropriately 
compassionate way but recognizing we oftentimes put the decision 
on the family and the doctor at that most critical time when there 
is not really a qualitative assessment, there are not really any kind 
of norms and standards that we have set up. 

This goes beyond the realm of governmental action, but at some 
point, in my mind, at least, it needs to be part of the discussion. 
Have you done any analysis of what those end-of-life costs amount 
to in terms of our overall health care spending and the expected 
rise in those costs, as modern medicine continues to find new tech- 
niques and advances to keep folks alive longer? 

Mr. Elmendorf. You are certainly right, Senator, that a large 
share of Medicare spending goes to people near the ends of their 
lives. I don’t think CBO has done any particular further analysis 
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on that topic, although I might — I mean, you have got it there and 
I might be mistaken and we will get back to you if we have, 
but 

Senator Warner. I would love to see that, because I have seen 
estimates all across the board about how big a chunk of our health 
growth — 

Mr. Elmendorf. There is no doubt it is a tremendous amount of 
money. It is complicated by the fact that it is not always obvious 
it is the last of life until it is the case. But also, I think you are 
just right that we don’t know how to make decisions very well 
about what sorts of care are appropriate and what sorts of care are 
not. And in some levels, you say that is ultimately a moral ques- 
tion, which is beyond my official capacity. 

Senator Warner. I understand. Thank you. Thank you, Mr. 
Chairman. 

Mr. Elmendorf. Thank you, Senator. 

Chairman Conrad. Thank you, Senator Warner. 

Now we have Senator Stabenow, who has also been very dedi- 
cated on this committee to health care issues and is a key reason 
we held this committee hearing this morning. Senator Stabenow, 
welcome. 

Senator Stabenow. Thank you, Mr. Chairman, as always, for 
your leadership on this issue and so many others. I would just add 
my voice on health information technology for a moment. 

I think Senator Warner was raising important issues as to car- 
rots and sticks in the process. I would just remind us that in the 
Medicare bill we passed last year we did put in E-prescribing in- 
centives for the first time that does have in fact a carrot at the be- 
ginning, and a stick at the end of 5 years. It did score as a savings 
for us as a start. 

We have in Southeastern Michigan a partnership with the auto- 
makers, United Auto Workers, Blue Cross and Blue Shield, which 
has now signed up 25 physicians doing E-prescribing, and it has 
not only addressed savings — and I would urge you to look at that, 
Dr. Elmendorf, if you have not already. 

But they have found from a quality standpoint that when they 
are using a system where they can look at allergic reactions to 
drugs, counter-indications, duplications and other things, that they 
are actually changing the prescription about 30 percent of the time 
to more accurately reflect what should be done, so that there are 
huge quality issues that relate to our ability to have information 
and be operating in that way. 

There are, Mr. Chairman, some very exciting things happening 
in Michigan. We have some very exciting efforts going on locally 
through healthcare systems and so on that I hope, through the eco- 
nomic recovery plan and the dollars we’re putting in, we can begin 
to connect all of that. 

But the providers, many of them are way ahead of us. They’re 
out there doing what needs to be done. I would urge you to really 
look at what is being done in many places. 

I wanted to speak — I know there’s been a lot of discussion this 
morning on the Medicare and Medicaid costs and in the last Con- 
gress I remember then GAO comptroller, General David Walker, 
noting that Medicare and Medicaid spending threatens to consume 
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an untenable share of the budget and the economy in coming dec- 
ades. 

But I also remember at the time that he went on to say that 
healthcare spending system wide continues to grow at an 
unsustainable pace, eroding the ability of employers to provide cov- 
erage to their workers and undercutting their ability to compete 
internationally. 

In other words, the challenge facing us is beyond the Federal 
Government. One of the things that I see is that when the private 
sector cuts on healthcare then it moves over to the public sector in 
some way, maybe children’s health insurance or Medicaid, or it 
may be something else. When the government cuts, it moves some- 
place else. 

And so I guess my question and comments would be around the 
need for system wide health care reform so that we are not focus- 
ing on Medicare and then seeing the costs pop up someplace else. 
I wonder if you might speak a little bit more about that and the 
fact that it is important that we not shift the costs around from 
public to private sector? 

Mr. Elmendorf. I think most analysts would agree with you ab- 
solutely about the need for system wide reform. The Federal pro- 
grams, Medicare, Medicaid, CHIP, are important; however, we 
should not forget their importance. They are a large share of 
spending to start with. 

Senator Stabenow. Right. 

Mr. Elmendorf. And also, they can set examples for other parts 
of the healthcare system. Providers who invest in health IT be- 
cause Medicare makes them, will presumably use that health IT 
for all of their patients, and the effect of that on healthcare utiliza- 
tion is as part of CBO’s estimate of the effects of health IT invest- 
ment in Medicare because of those spillovers. 

Also I think that if Medicare can demonstrate the benefit of med- 
ical homes or accountable care organizations or other ways of re- 
structuring care so people have an incentive to coordinate the care 
and to provide it cost effectively, those examples will then rever- 
berate through the private system as well. 

As far as the private system itself, as Senator Whitehouse point- 
ed out, the Federal Government does not directly control how 
healthcare is delivered throughout the country. But there are some 
levers the government does have right now. One, which we have 
discussed, is the tax exclusion for health expenses paid by employ- 
ers. 

I think many analysts would agree that that exclusion could be 
restructured in a way that would make individuals more sensitive 
to the costs of the healthcare that can now be somewhat masked 
by the fact that the employer pays it and you never really see it. 

It turns up in lower wages for people and that is an important 
factor in the slow growth of wages, but it is not so visible. There 
are ways to change the health exclusion that would bring the cost 
to bear more directly on individuals and on their employers in a 
way that could propel the private sector to be more aggressive in 
modifying the way healthcare is delivered. 

So there are some levers that you do have. 



488 


Senator Stabenow. When you talk about restructuring, what 
would be the kinds of things that you would suggest that we look 
at, when we talk about the tax treatment? 

Mr. Elmendorf. Right now, as I had mentioned earlier, the gov- 
ernment loses about $250 billion a year through the income and 
payroll tax exclusion of health insurance expenses by employers. If 
we were to take away some of the benefit that I, for example, de- 
rive from that, and use that to provide more incentive for people 
in the lower tax brackets to get care, to buy insurance rather, I am 
unlikely to drop insurance and somebody in the lower income 
bracket is more likely to pick up insurance. 

So shifting some of the tax benefit from higher income people 
who work largely for firms that provide insurance in a subsidized 
way — toward people at lower income levels for whom health insur- 
ance is a larger burden, or who are more likely to work for employ- 
ers that do not provide insurance now — that shift would likely raise 
insurance levels. 

Now to be fair, it raises my taxes, so it is not an approach that 
everybody will stand up and cheer for. But that is a sort of restruc- 
turing that gets more people into health insurance. Beyond that, if 
one reduces the amount right now — however much — when I worked 
for the Federal Government — but when I was in the private sec- 
tor — however much they paid for my health insurance, all of that 
was deductible or excludable from my compensation so it was not 
taxed. 

If instead we capped the amount that could be excluded, then 
that would still provide an important subsidy for a more basic 
health insurance, but any additional health insurance, more expen- 
sive policies, that extra money would come out of somebody’s after- 
tax income. That would make them very sensitive to whether that 
extra more expensive policy was worth the extra amount relative 
to what else they could have bought with that money. 

So that kind of cap is a way of ensuring that people see the cost 
of buying more expensive insurance and see an estimation that 
would actually have a significant — that kind of cap would have a 
significant effect on how much a health insurance premium is 
worth down the road. 

Senator Stabenow. Thank you very much, and thank you, Mr. 
Chairman. 

I would hope that as we talk about Medicare and Medicaid that 
we will talk about it also in the larger context of healthcare reform 
since it is all connected. Having come from a state with a lot of em- 
ployers providing health insurance, we see very directly what hap- 
pens when they drop insurance or when they add insurance and 
how it moves from the public to the private sector. So I look for- 
ward to working with you as we look at this in totality. 

Chairman Conrad. Thank you very much, Senator Stabenow. I 
would like Dr. Elmendorf in the remaining minutes of the hear- 
ing — we have a series of votes at noon — I also should advise mem- 
bers and their staffs that tomorrow we will have the Secretary of 
Treasury, Mr. Geithner, here to talk about the financial sector and 
to talk about housing. So it is a critically important hearing the 
day after he announces his plan. 
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With respect to healthcare, from a budget perspective, which of 
the options that you have analyzed with your colleagues at CBO 
show the greatest potential for bending the cost curve long term? 
So what I’m trying to get at is, what are the changes in policy that 
give us the biggest bang for the buck in terms of reducing 
healthcare costs while maintaining or improving healthcare qual- 
ity? 

Mr. Elmendorf. So I have not done that comparison explicitly, 
Senator, but this is the right question and I will go through the 
book more carefully in search of the answer. 

I think in general though, I would caution against picking out 
just one or two items. I think as I have said in the answer to a 
number of questions, there is great uncertainty surrounding every 
one of these numbers that CBO has written down. We put down 
a number because we think you need that, but it’s really a range 
of course, and a pretty broad range. 

There is a whole collection of these proposals that would restruc- 
ture care in a way that might work, but might not, so we do not 
really know whether accountable care organizations are a better or 
worse idea than medical homes, so we have taken some stab at 
that, but we do not know for sure. 

I think the things that broadly speaking 

Chairman Conrad. Can I just say to interrupt for a moment and 
say to you look, what we have got to have, we have got to have 
a prioritization of things that have the greatest prospect of work- 
ing. 

I will tell you, I have been in a lot of discussions over the last 
several weeks publicly and privately about where this is all headed. 
The sweet bye and bye is upon us. Our colleagues who do not yet 
fully appreciate how acute the situation is and how urgent the 
need is to change course, are, I think, in for very rude surprises 
in the weeks ahead. 

We have got to be prepared to make changes. This course we are 
on cannot be sustained. I have had some of the most learned people 
in this country call me, some of them so concerned they have called 
me at home and said to me, don’t people understand that we are 
headed for a collapse of this currency, not now, not next week, not 
next year, but off in the future if we do not deal with these long- 
term trends? 

I have had some of the most prominent economists. We have had 
them testify here. We had Allen Sinai sit at that desk and tell us 
we are headed for a country that will look like a Banana Republic 
if we do not deal with this long-term funding issue. And of course, 
health care is the 800-pound gorilla. 

If we look across the areas of concern, the place that just jumps 
out at you is health care. So we very much need you and your col- 
leagues’ best judgments as to what are the individual items and 
the collection of policies that have the greatest prospect of bending 
the cost curve. 

If I were to ask it that way, what would you say? Based on what 
you know now, and again, we know this is not a slam dunk. This 
is not an area where there is certainty. If there was certainty, we 
would have acted. But what do you see as the places where policy 
could be altered that would give us the best shot? 
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Mr. Elmendorf. I think the cleanest and strongest lever that 
you have about private health care is the tax exclusion. As I said 
in my testimony, I think many analysts would agree that adjusting 
that exclusion can be very beneficial for health insurance coverage 
and for ensuring a more efficient health care system. 

In the public sector, you have, I think again, a comparably clean 
and strong lever would be increasing cost sharing by Medicare 
beneficiaries and we score some examples of that policy, those sorts 
of changes, a number of different ways in which there could be 
larger co-payments. 

We score a number of those in our document. But to be clear, the 
savings of the Federal Government are partly reduction in utiliza- 
tion, but more importantly, shifting of the costs to the beneficiaries. 
So it is not all — sometimes the Federal savings exceed the savings 
for the country. This is an example of the case where the govern- 
ment is saving a lot, but some of that is being shifted back to bene- 
ficiaries. 

So it saves Federal health costs but with consequences. I think 
the more subtle things, and this is where I am not sure what I 
would put higher or lower on the list, are the specific sorts of ways 
in which Medicare could reimburse physicians and hospitals more 
for value provided than for the number of services provided. That 
is a set of options. 

Chairman Conrad. Let’s stop on that point and explore that a 
little more fully, because I have come to the conclusion — this is 
critically important — that is that right now the reimbursement sys- 
tem is based on procedures and guess what, if you reimburse on 
procedures, you get a lot of procedures. Whether or not they are 
particularly efficacious or not, if you reimburse based on the num- 
ber of procedures, you are going to get a lot of procedures. 

So what could be done to change the incentives with respect to 
that part of the system? 

Mr. Elmendorf. We cite a study in my written testimony that 
says cases where doctors are paid salaries — rather than being com- 
pensated as some share of the services that they induce — that use 
of medical care is 30 percent less because they do not — apparently 
because they do not have this incentive to do more. 

Chairman Conrad. Thirty percent less? Thirty percent fewer 
procedures or 30 percent less cost? 

Mr. Elmendorf. Thirty percent less spending on health care I 
think is the fact. In an example where patients were assigned ran- 
domly either to a traditional fee-for-service setting or to a case 
where doctors were paid some salary that does not depend on the 
number of services. 

For doctors though who now practice independently, trying to fig- 
ure out how to do reimbursement that way is difficult. One could 
force them all into managed care organizations of some sort, but 
I don’t think that is really in the feasible set for you. 

So instead what happens is — people have experimented with this 
to some extent — are inducements to doctors to band together, so we 
talk of in this book about what we call bonus eligible organizations. 
That is a set of doctors who if they can maintain quality and re- 
duce spending over a period of a couple years, get some share of 
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that reduction in spending and the government gets some share of 
the reduction in spending. 

Chairman Conrad. I like that idea very much. I come from a 
long line of doctors in my family. My grandfather was a surgeon 
and the medical chief of staff of our local hospital. I have great re- 
spect for doctors, medical professionals and I have seen the incred- 
ible dedication that many bring to their jobs. 

So I think we have got to have a carrot approach here to make 
it attractive for them so they are in on the solution and they feel 
that they are being treated fairly. I am very intrigued by that no- 
tion of creating an incentive for them to participate in that kind 
of health care organization. What else 

Senator Stabenow. Mr. Chairman, might I interject just on that 
one point? 

Chairman Conrad. Yes, absolutely. 

Senator Stabenow. There is a really excellent partnership be- 
tween Johns Hopkins and the Michigan Hospital Association called 
Keystone Initiative, which I think I have mentioned before, that 
goes to this kind of approach of working with doctors on an evi- 
dence-based standard system to look at outcomes. They started out 
with an intensive care unit and they looked at very simple things 
they could do to stop the transfer of infections, and very simple 
things, washing hands, doing things that — but doing it in a very 
standardized way. 

Chairman Conrad. A checklist. 

Senator Stabenow. And measuring people. A checklist, exactly. 
They do the checklist and they have found that they have saved 
over a course of a few years now, about 1,500 lives and $165 mil- 
lion in health care costs by just stopping the infections that happen 
within the hospital setting. 

If we could institute more of an incentive base for those kinds of 
things where — because they are now also expanding. They are 
working with HHS to look at pilots around the country and there 
are other pieces they are looking at. 

But some of these are very simple really and straightforward, 
but they take some structure and some time and attention and I 
think if we were incentivizing and rewarding this, it could be an 
important part of increasing quality and decreasing costs. 

Chairman Conrad. You have mentioned to me this Keystone Ini- 
tiative before and talked about the savings and improved health 
care outcomes. One of the things that jumps out at me in the data 
is Mayo Clinic and the hospitals associated with Mayo. My relative 
who is a nun used to be the administrator of the hospital at Mayo, 
the lead hospital there, and she was for many years the adminis- 
trator. They get outstanding outcomes at a fraction of the costs of 
some of the other major medical centers. 

It really is very dramatic. Better outcomes, less cost. Have you 
analyzed that differential? 

Mr. Elmendorf. A leading health economist said to me this past 
week that we have proof of concept about effective hospitals and ef- 
fective medical practices. There are cases, and the Mayo Clinic is 
a very important example, where care is delivered very — more ef- 
fectively than most places and at less cost than most places. 
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It is trying to spread that around, those examples around the 
country, that is important. So one incentive regarding hospitals 
that we talked about in this book would be when hospitals have re- 
admissions of patients that they have treated and released but they 
have come back — some of those happen just because of the nature 
of the illness and some happen because hospitals have not done the 
right sorts of things in the hospital or the right things in terms of 
post-acute care. 

We can penalize hospitals. We could not reimburse them fully for 
the re-admitted stay and that sort of penalty would certainly in- 
duce them to be more careful about things. The way that we had 
mentioned is we could bundle the payment for the stay in the hos- 
pital and the care after the hospital, bundling those together with 
one payment rather than what we now do, which is pay for the in- 
hospital care but then pay extra for as much other care as you get. 

Chairman Conrad. That would be a huge incentive wouldn’t it? 

Mr. Elmendorf. Right, and those are the things that we talk 
about in this book that save money in our estimation. 

Chairman Conrad. How do we encourage institutions to move to- 
ward a model like what we see at Mayo? There they have an inte- 
grated care system, right? You’ve got the clinics, the hospitals. 
You’ve got, as I understand it, a partnership that involves the doc- 
tors and you have a team approach to patient treatment and an in- 
tegrated approach. 

What are the other things that we can learn from the Mayo ap- 
proach? 

Mr. Elmendorf. I think the integration point is important. We 
have a tradition in this country in many places of medical care 
being practiced by solo practitioners, individuals, and that may 
have made sense at the time of a more rural country with much 
simpler medical technology and treatments. 

It seems to make much less sense to most analysts given our cur- 
rent concentration in many parts of the country and the complexity 
of medical treatments that can be administered, and I think we are 
in the process of a shift toward less solo work in medicine and 
more of these teams that you describe. 

It is a very strong cultural shift in many parts of the country. 
Some parts of the country have come naturally to that without 
being forced or induced by particular incentives. Economists usu- 
ally answer, if you are trying to change other behavior is that ser- 
monizing is OK, but financial incentives are very powerful. I think 
people, in our estimate, suggest that — we think people can be 
moved to explore new things they might in fact like, but maybe 
need some incentive to get going in that direction. 

I think incentives can be very effective over time. 

Chairman Conrad. Senator Stabenow, do you have addi- 
tional — 

Senator Stabenow. Just on that point, Mr. Chairman, it made 
me think of a conversation I had with a very smart, creative hos- 
pital administrator who came from outside of health care to be in- 
volved in managing a hospital system in Michigan who told me the 
other day that he thought that payment incentives were the way 
to move the system, that when he looked at what caused change 
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to happen or what he was able to do with change, that that was 
the way that we move the system. 

So when we provide a payment incentive for E-prescribing, peo- 
ple move to E-prescribing. If we were to provide — I also think that 
to get to the comparative analysis on quality that we need, that 
health IT is an integral part of that because I do not know how 
you get the information if you do not do that. 

But I do think that there is something to be said for structuring 
incentives in the direction we want to go and then my guess is the 
system will move there. 

Chairman Conrad. Well, I believe it. 

Mr. Elmendorf. I do too. 

Chairman Conrad. OK, now we got three. We are on a roll. You 
know, the clock is really ticking. You look at these numbers; they 
are so striking. Eighty-three hundred dollars per capita health care 
costs, $8,300. 

Mr. Elmendorf. It is stunning. 

Chairman Conrad. That is why — and I want to end this hearing 
as I began it. I want to send a message to those who believe the 
answer is putting a lot more money into this system that they got 
a very heavy burden to bear. 

I understand maybe to change the system is going to require 
some front-end costs, OK; I can accept that. But the notion that we 
are going to go from 16 percent of GDP to 18 to 20 percent of GDP, 
we are on a track now by 2015 we are going to be at 20 percent 
of GDP, one in every $5 in this economy for health care. That will 
be double any other industrialized country in the world, on the cur- 
rent trend lines, double. 

Now we are not — if we are getting by far the best results, that 
would be one thing. But we are not. We are not even close. I do 
not think on the last analysis we are in the top 20 in health care 
outcomes. 

So being twice as expensive and not getting the very highest 
quality tells you we got a system failure and it is of enormous pro- 
portion and it makes our country less competitive. It makes our 
people less affluent and to the extent we have a health care system 
that does not deliver quality outcomes, it makes our people less 
healthy than they would otherwise be. 

My goodness, we have got to be able to do better than this and 
we very much need your help and the help of your associates to 
point the way in terms of what we try to do. And we have got to 
be very humble about this because the truth is, there is not cer- 
tainty about changes that could be made here that would make a 
difference. 

So let’s be humble about it, but let’s not let humility prevent us 
from acting, because the course we are on is completely and utterly 
unsustainable. So that is our challenge. Thank you very much. 

Mr. Elmendorf. Thank you, Mr. Chairman. 

Chairman Conrad. We will conclude the hearing. 

[Whereupon, at 11:55 a.m., the committee was adjourned.] 
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OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. Our witness today is the Secretary of the Treasury, Tim 
Geithner. We want to welcome Secretary Geithner to the Budget 
Committee in his first appearance here of what we anticipate will 
be many appearances, because we have obviously a need for a close 
working relationship with the Secretary of the Treasury. It is tradi- 
tional that the Secretary come before the Budget Committee to talk 
about the outlook, and obviously, we are not the Budget Com- 
mittee — or the Banking Committee. We are the Budget Committee. 
And so I will try to confine my inquiry to the things that really 
matter to this Committee, the Budget Committee. But we all recog- 
nize members are free here to ask whatever questions they deem 
appropriate. That is their judgment to make. But, again, I am 
going to try to pursue what the implications are for our overall 
budget circumstance because that is our first obligation. 

With that, I think we all know that we are in an extremely seri- 
ous economic situation: 2.5 million private sector jobs lost in the 
last 5 months; consumer spending down for 6 straight months. We 
have the largest 6-month drop in consumer spending on record. 
And it is interesting, reading press commentary of today and yes- 
terday, this paradox between wanting people to save more — you 
know, many of us have talked about the need to save more for 
many years. On the other hand, in this circumstance, when con- 
sumers save more, that means they are spending less. That means 
aggregate demand is further reduced, and, of course, in economic 
terms, one of the problems that we face is a drop, a rather sharp 
drop in aggregate demand. 
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Largest Six-Month Drop 
in Consumer Spending 
on Record 



So in the short term, we know that has to be addressed to pre- 
vent further economic damage, while at the same time we recog- 
nize over the longer term we do need to encourage more savings 
so that we can have pools of capital available for investment, so 
that we can have long-term economic growth. That is the paradox 
of the moment, and as is so often the case, what works in economic 
terms is counterintuitive. 

We also anticipate that this economy is going to contract further. 
In the fourth quarter of 2008, the economy contracted by almost 4 
percent. The first quarter estimate for 2009 is a contraction of 
nearly 5 percent. 
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And in the midst of all this, the housing crisis continues 
unabated. One out of five mortgages is underwater, with homes 
worth less than the remaining balance; in other words, people are 
upside down. 
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Housing Crisis Continues 

• One out of five mortgages is 
“underwater” - with home worth 
less than remaining balance 

• One out of ten mortgages is 
delinquent or in foreclosure 


They owe more money on the mortgage than the house is worth. 
We have had testimony before this Committee that one out of every 
four houses in the country is upside down. I am not certain which 
is the right measurement, whether it is one in four or one in five. 
Either one is a cause for real concern. And, of course, one in every 
ten mortgages in the country is delinquent or in foreclosure. 

The CBO Director came before us — Dr. Elmendorf — and talked 
about the need to address both the housing crisis and the financial 
crisis. Here is what he said: “Policies focused directly at the hous- 
ing and financial problems are a crucial complement to stimulus. 
Without such action, the end recovery will almost certainly be more 
halting and there would remain a larger risk of further economic 
decline.” 
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BO Director Elmendorf on Need to 
idress Housing and Financial Crisi: 

...[PJolicies focused directly at the 
ousing and financial problems are a 
rucial compliment to stimulus... 

Without such action, the economic 
scovery will almost certainly be more 
alting and there would remain a larger 


That is a message I have tried to deliver repeatedly and consist- 
ently over the last several weeks, that while we are doing an eco- 
nomic recovery package — which is absolutely necessary. We can de- 
bate its contents and its mix and whether it is as good as it could 
be. That is a separate subject. But I do not believe and I do not 
think most economists believe we are going to have the kind of eco- 
nomic recovery we all want unless we deal with the housing crisis 
and the crisis in the financial sector as well. 

We had testimony last week before this Committee, really riv- 
eting testimony, by three prominent economists, including Dr. 
Simon Johnson, the former Chief Economist at the International 
Monetary Fund, who said this on January 29th: “I have been argu- 
ing that fiscal stimulus would not be sufficient. What worries me 
most of all is: What are we doing about banking exactly, and with 
what money? And what are we doing about housing and, again, 
with what money?” 

Let us think about the financial system now. Let us think about 
it comprehensively and on a complete scale rather than coming 
back in 4 or 5 months and saying, “Oops, you know, we did not 
right-size the package last time and we regret it.” 
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Economist Johnson on Need to 
Address Housing and Financial Crisis 

“I have been arguing ... that fiscal stimulus would not 
be sufficient.... [W]hat worries me most of all is...: 
What are we doing about banking exactly, and with 
what money? And what are we doing about housing 


us think about it comprehensively and on a complete 

scale, rather than coming back in - ->r 5 months and 

saying, Oops, you know, we did not right-size the 


Mr. Secretary, that is really going to be the thrust of the ques- 
tions that I have. What is it that we need to do to specifically ad- 
dress housing? What is it that we specifically need to do to address 
the financial sector? And what money are we going to use to do 
that? That is distinctly in the province of this Committee. That is 
our fundamental responsibility to our colleagues. 

I hope, to the degree that we can, we focus on those issues but, 
again, I want to make clear colleagues have the right in this Com- 
mittee to ask questions of our witnesses on any subject they deem 
appropriate. 

With that, I will turn to Senator Sessions, who is here filling in 
for Senator Gregg, who we all know is going through the confirma- 
tion process. And if he is successful there, Senator Sessions will be 
the Ranking Member on this Committee. I welcomed him to that 
post yesterday, and I welcome him again today. Senator Sessions. 


OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you, Mr. Chairman, and we do appre- 
ciate the leadership Senator Gregg has given to this Committee 
and that you have. In fact, you have had a great partnership, and 
it has been valuable to the country, and I hope, if my colleagues 
allow me, to participate in a positive way as well. 

Secretary Geithner, thank you for appearing before the Com- 
mittee today. We want you to succeed. There are a lot of challenges 
out there. Over the last 6 months, the American people have 
watched with increasing concern as our economy has further stum- 
bled and faltered. This is a confusion and anxious time for Ameri- 
cans. I travel my State a lot and talk to people. While the economic 
challenges are complex and the root causes of those challenges pro- 
vide a lot of fodder for academic debate, I think the American peo- 
ple are far more focused on finding a responsible solution that will 
restore certainty to the market — uncertainty is not good — and 
growth to the economy. 
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So those are my thoughts, basically, and I want to again reit- 
erate that while I have opposed some of the solutions that have 
been promoted under President Bush and that appear to be contin- 
ued, we are heading down a road that we want to be successful at, 
even if it may not have been my personal choice. 

This much is very clear: The average homeowner knows his prop- 
erty has lost value, but the Government has done little to explain 
why to the average American — perhaps it is understood within the 
Beltway, but not outside the Beltway. Experts cannot justify effec- 
tively to a middle-class worker why his job no longer exists, and 
analysts are hard pressed to demonstrate in clear and simple terms 
why it is more difficult for a small business owner with good credit 
to get a loan than it was before. 

To a large degree, I think — and I would make this criticism — our 
national leaders are promoting fear rather than more confidence 
that we will work our way through this eventually no matter how 
tough the challenges are, and that fear can actually sometimes 
make things worse. 

People do understand that markets are cyclical, that they go up 
and down. Most Americans are willing to accept the reality of 
tough times, adjust to the circumstances, and to persevere. But 
even so, they have looked to the Government for an explanation of 
what has happened and for leadership as we right the economic 
ship. 

The only thing murkier than the root causes of the economic 
problems we face, I think, is a muddled response from our Govern- 
ment. 

To my amazement, the Bush administration urged Congress to 
act so quickly last fall, at one point setting the opening of the 
Asian markets as a deadline that we had to pass the legislation by. 
Of course, that passed, and we eventually passed pretty much what 
they asked for, but not when they said it was so critical. 

So rather than closely study the challenges, understand their 
root causes, and formulate a targeted response, Congress basically 
washed its hands of the problem and gave the authority to the Sec- 
retary of Treasury, and along with $700 billion. Secretary Paulson 
requested and received maximum flexibility to allocate the money 
however he saw fit, with little oversight. A week after he testified 
that the massive funds would be used to purchase toxic assets from 
banks — and in his testimony he specifically rejected buying 
stocks — he shifted gear to buy ownership stack in the Nation’s fi- 
nancial institutions. I am confident that had the Secretary an- 
nounced that he intended to buy equity stakes in banks, it would 
have received a good bit more hostile congressional response. 

Four months removed from the vote on that TARP plan, I believe 
most in Congress have heard from their constituents that they 
were not happy with it. The program, which was engineered with 
assistance from you — you were one of Mr. Paulson’s advisers in 
that process — has not received good marks so far. Rarely has there 
been a Government program so large, so expensive, and so impor- 
tant that has met with so much public resistance and expense. 

In the real world, borrowers must present an application for a 
loan, demonstrate their ability to repay it, and sign a promissory 
note promising to pay back their debts. In a bankruptcy court, the 
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petitioner must stand under oath and recount his debts and his as- 
sets. Even in the days of the RTC hearings, public transcripts were 
made, testimony was made available to the public. In the Paulson- 
Geithner world, decisions allocating huge sums of money, picking 
some private companies as winners and others as losers, seem to 
be made behind closed doors. There are no public hearings, no 
transcripts that I know of, and little justification for how those de- 
cisions are made. The procedures used are the procedures chosen 
by the Secretary of Treasury, and those procedures can be altered 
at his whim. 

This goes against the American heritage of law, individual re- 
sponsibility, congressional oversight and accountability, limited 
Government, and free enterprise. Those principles are important, 
and each one of them is eroded by this process. The Obama admin- 
istration has made it clear that a dramatic reformulation of this 
program is needed before the second tranche of the $350 billion is 
allocated. The market has made clear that certainty and stability 
are commodities of great demand, and I think many of us were 
looking forward to a plan that could be presented in a straight- 
forward, clear, and detailed way. Unfortunately, that is not what 
we received yesterday. At least that is not what the markets and 
the country perceived they heard. 

The country’s financial sector needs a better understanding of 
how the Treasury intends to move forward with this economic re- 
covery. Congress as the people’s representative must evaluate that 
plan, I think, and either approve it or disapprove it. So we look to 
you, Secretary Geithner, to lay out a detailed plan in clear terms 
about how you suggest we should proceed. I think the reviews of 
your performance from yesterday are in and they are not good. You 
were involved in this process from the beginning and you have had 
more than a month to work on the proposal. But what we have 
heard is more of an outline, short. . . on details about how we are 
going to fix this financial system, which is the core, I agree, Mr. 
Chairman, of the problems we face. 

So I hope you can use the hearing today to put some meat on 
the bones — as I heard a British analyst say on the Business Chan- 
nel this morning, it needed more meat on the bones of your pro- 
posal, and I hope that we can work together and make some 
progress for our country. I believe this Nation will bounce back. If 
we use smart policies, we can help it be faster and less painful. 

Thank you. 

Chairman Conrad. Thank you, Senator Sessions. 

Again, Mr. Secretary, welcome to the Budget Committee, and 
please proceed with your testimony. 

STATEMENT OF HONORABLE TIMOTHY F. GEITHNER, 
SECRETARY, U.S. DEPARTMENT OF THE TREASURY 

Secretary Geithner. Thank you, Chairman Conrad, Senator Ses- 
sions, and members of the Committee. Thanks for inviting me here 
today. It is a great privilege for me to appear before you today as 
my first time as Secretary of the Treasury, and I look forward to 
doing it many more times. I believe deeply in the importance of a 
close working relationship between the Treasury Department and 
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this Committee and your colleagues on both sides of the aisle, and 
I will work very hard to achieve that. 

I have laid out a somewhat longer prepared statement today, but 
I want to depart slightly from my text, and I want to go through 
and emphasize a few important elements of how we got here, the 
broad principles that guide our approach, and I will give you this 
framework of programs that we think are necessary to solve this 
crisis. But this is the beginning of a process of consultation, and 
I completely understand the desire for details and commitments. 
But we are going to do this carefully, consult carefully, so we do 
not put ourselves in the position again where we are laying out de- 
tails ahead of the care and substance necessary to get it right, 
which requires quick departures and changes in strategy. I do not 
want to do that. I do not think that would be helpful for certainty. 
And I want to be careful and be responsive to the understandable 
desire in the Congress and elsewhere that we consult as we design 
and go forward and that we be careful to get it right. 

Now, I want to begin a little bit by how we got here. The causes 
of this crisis, enormously complicated, took a long time to buildup, 
and they will take a long time to resolve. Governments and central 
banks around the world — and now I say this with the benefit of 
hindsight, but governments and central banks around the world 
pursued policies that contributed to a huge global boom in credit. 
Investors and banks took risks they did not understand. Individ- 
uals, businesses, and governments borrowed beyond their means, 
and the rewards that went to financial executives departed from 
any realistic appreciation of risk. 

There were systemic failures in the checks and balances in our 
system — by boards of directors, by credit rating agencies, and by 
Government regulators. And these failures, not just here in this 
country but around the world, have helped lay the foundation for 
the worst economic crisis in generations. And when the crisis 
began, governments around the world were too slow to act. When 
action came, it was too often late and inadequate. Policy was be- 
hind the curve, always chasing the escalating crisis. The dramatic 
failure of some of the world’s largest financial institutions caused 
investors to pull back from taking risk. 

Now, last fall, as the global crisis intensified, you and your col- 
leagues acted quickly and courageously to provide emergency au- 
thority to contain the damage — authority that your Government 
did not have until you acted. And your Government used that au- 
thority to help pull the financial system back from the edge of cata- 
strophic failure. 

Now, those actions were absolutely essential, but they were inad- 
equate. The force of the Government response was not comprehen- 
sive or quick enough to withstand the deepening pressure brought 
on by a weakening economy. The spectacle of large amounts of tax- 
payer assistance going to institutions that were at the heart of the 
crisis with limited transparency and oversight added to a deep 
sense of public distrust, and that public distrust turned to anger 
across the country as boards of directors at some institutions — not 
all, but at some institutions — continued to award rich compensa- 
tion packages and lavish perks to their senior executives. 
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And our challenge and your challenge today is much greater be- 
cause people have lost faith in the quality of judgments of the lead- 
ers of many of our major financial institutions, and they are skep- 
tical that the Government to this point has used taxpayers wisely 
in ways that will benefit them. 

Now, my judgment is to get credit flowing again and to restore 
confidence in our markets to restore the faith of the American peo- 
ple, we are going to have to fundamentally reshape the Govern- 
ment’s program to repair the financial system. And I want to be 
candid. This is going to cost substantial resources, it is going to in- 
volve risk to the Government, and it is going to take some time. 
But as costly as this response will be, I am also confident that a 
failure to act, a failure to act with force and speed, would be much 
more costly to the families and businesses across the country. 

If we are not acting with candor and honesty about the scale and 
difficulty of this problem today, ultimately it will cause more dam- 
age to the productive capacity of this economy, more damage to our 
capacity to fund the things the Government needs to do in the fu- 
ture, and more damage to families and businesses across the coun- 
try. 

Now, we are going to have to adapt our program as conditions 
change. We are going to have to try things that have not been tried 
before. We are going to make mistakes as we go forward. And we 
are going to go through a period where things get worse and 
progress will be interrupted. 

This is a challenge more complicated and more complex than any 
that our system has faced, and it is going to require new programs 
and a sustained effort to solve it, and we are going to have to work 
together to do it. 

Now, our work is going to have to be guided by not just the les- 
sons of the last 18 months, but by the lessons and the failures of 
financial crises over the course of history. And I just want to state 
quickly the basic principles and values based on those lessons that 
have to shape our strategy. 

We believe the policy response has to be comprehensive and 
forceful and that there is more risk and greater cost in being grad- 
ualist and tentative than there is in aggressive action. We believe 
that the action has to be sustained until recovery is firmly estab- 
lished. In this country in the 1930’s, in Japan in the 1990’s, and 
in other cases around the world, governments applied the brakes 
too early, and that made the crisis deeper, lasting longer, ulti- 
mately causing more damage and more costs to the taxpayer. 

We believe that access to public support is a privilege, not a 
right. And when our Government provides support to banks, it is 
not for the benefit of banks. It is for the people, the businesses, and 
the families who depend on banks, for the communities that de- 
pend on banks, and it is for the benefit of this critical public inter- 
est in getting our economy back on track. 

Government support, of course, has to come with strong condi- 
tions to protect the taxpayer and with the transparency that allows 
the American people to see the impact of those investments. 

We believe our policies must be designed to mobilize private cap- 
ital. When Government investment is necessary, it should be re- 
placed with private capital as soon as that is possible. 
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And, finally, we believe that the United States has to send a 
clear and consistent signal that we will act to prevent the cata- 
strophic failure of financial institutions that would cause broader 
damage to the economy. 

Now, guided by these principles, we are going to move to help 
stabilize and repair the financial system and support the flow of 
credit that is necessary for recovery. 

Last night, we laid out in a joint statement with Chairman 
Bernanke, with FDIC Chair Sheila Bair, with the head of the 
Comptroller of the Currency, and with the head of the OTS a state- 
ment of a program that brings all the financial agencies of our 
country together and a commitment to use the full force of the U.S. 
Government to help get our financial system back on track. 

Our work begins with a new framework of oversight and govern- 
ance covering all aspects of our financial recovery plan. These new 
requirements will give the American people the transparency they 
deserve, and they will build on what we have already done by post- 
ing the details of these financial contracts on the Internet, by re- 
stricting the role of lobbyists and politics in access to Government 
resources, and by outlining strong conditions on executive com- 
pensation. This is the beginning. 

Now, under this framework we are going to establish three new 
programs to help clean up and strengthen the Nation’s banks, to 
help bring in private capital to restart lending, and to go around 
the banking system directly to those markets that are critical to 
small business lending and consumer lending. 

We are going to require banking institutions to go through a 
carefully designed, comprehensive stress test to strengthen their 
balance sheets, and we are going to introduce new measures to im- 
prove public disclosure. We are going to provide capital to help fa- 
cilitate that process. This capital will come with conditions to help 
ensure that every dollar of Government capital assistance is used 
to generate a level of lending that is greater than what would have 
been possible in the absence of Government support. And this as- 
sistance will come with conditions that should encourage these 
banks to replace public assistance with private capital as soon as 
possible. 

The second element of this program: Together with the Fed, the 
FDIC, and the private sector, we are going to establish a Public- 
Private Investment Fund to provide Government capital and fi- 
nancing, to leverage private capital, and to help get these private 
markets working again. 

Now, providing financing the private markets cannot now pro- 
vide, we hope to help restart a market for the real estate-related 
assets that are at the center of this crisis using a market mecha- 
nism to help value the assets. 

The third piece of this program: Working jointly with the Federal 
Reserve, we are prepared to commit up to $1 trillion to support a 
consumer and business lending initiative, building on a program 
outlined by the Federal Reserve and the Treasury last fall. This 
program is designed to restart the secondary lending markets, the 
securitization markets, to help bring down borrowing costs and to 
help get credit flowing again. This program, as I said at the begin- 
ning, goes around banks. We have to both strengthen banks be- 
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cause they are central to recovery, but we need to go around them 
to help get the credit markets that are critical flowing again. And, 
again, these are targeted to the markets that small businesses and 
consumers depend on most. 

In addition to these steps, and in the package now working its 
way through the Congress, we are prepared to take additional ac- 
tions to make it easier for small business to get credit from commu- 
nity banks and large banks, with some improvements to and some 
additional authorities for the Small Business Administration. 

Now, finally, in the next few weeks, the President and his team 
will outline a comprehensive program to help address the housing 
crisis. Millions of Americans have lost their homes, and millions 
more live with the risk that they will be unable to meet their pay- 
ments or refinance a mortgage. And our focus will begin on using 
the full resources of the Government to help bring down mortgage 
payments and help reduce mortgage interest rates, and we are 
going to do this with a substantial commitment of the resources al- 
ready authorized by Congress under the Emergency Economic Sta- 
bilization Act. 

As I said, this program will require a substantial and sustained 
commitment of public resources. The Congress has already author- 
ized substantial resources for this effort, and we are going to start 
by using those resources as carefully and as effectively as possible 
to get as much impact for those resources, at least cost and least 
risk to the American taxpayer. 

As we proceed with moving forward with this plan, I want to em- 
phasize that we are going to invite input from the public and sug- 
gestions and ideas from Members of Congress, and having the ben- 
efit of your ideas and expertise and concerns will, I believe, help 
us craft better policies, and we look forward to making this a truly 
collaborative effort. 

Mr. Chairman, I want to just emphasize, as you did at the begin- 
ning, that for us to get the economy back on track, we need to move 
together on three fronts: we need to pass a powerful economic re- 
covery program to help create jobs and encourage private invest- 
ment; we have to move aggressively to try to get credit flowing 
again by helping to repair and strengthen the financial system; and 
we have to move to address this housing crisis. Very important 
that those things move together. The quotes you said at the begin- 
ning are absolutely right, that there is stimulus in financial repair 
and recovery. Without repair and recovery of the financial system, 
the financial system is going to continue to work against stimulus. 
We need to move on these three fronts together. 

Finally, I just want to say a few words about the deep challenges 
we face on the budget front going forward. I have always been a 
strong proponent of fiscal responsibility. When I last served in the 
Treasury Department in the 1990’s, the adoption then of fiscally re- 
sponsible policies for our country helped create a virtuous cycle of 
economic growth, deficit reduction, ultimately leading to a budget 
surplus. Today, of course, we are experiencing a terribly chal- 
lenging fiscal environment and a terribly challenging economic and 
financial crisis. And as the President says, the Government has to 
act to help solve this crisis. Inaction is not an option. But as we 
move forward with the type of programs we think are necessary to 
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fix this crisis, we are going to have to lay out for the American peo- 
ple and the Congress a set of commitments that bring our re- 
sources and our expenditures more into balance with a budget that 
achieves a sustainable position over the medium term, with a set 
of disciplines on budget process that will help achieve that, and 
with a commitment to work with you and your colleagues who have 
shown great leadership in this issue to address our longer-term fis- 
cal challenges as well. That will be critical to the credibility of this 
program. But I also believe — and I think there is no escaping 
this — that if we are not forceful now, ultimately it will be harder 
for us to get our fiscal position back into a sustainable position be- 
cause we will suffer from a greater loss of productive capacity, a 
greater erosion in our revenue base, and all those challenges will 
be more difficult to solve. 

We are starting, of course, from a deeply — just a huge deficit and 
a hugely damaged system. But the most fiscally responsible course 
now, I believe, is to try to move aggressively together to address 
those problems, because ultimately it will be less costly to the 
American people than the alternative path, which is to be tentative 
and limited and gradualist in our basic approach. 

Thank you, Mr. Chairman. I would be pleased to answer any of 
your questions. 

[The prepared statement of Secretary Geithner follows:] 



Secretary Timothy F. Geithner 
Opening Statement 
Senate Budget Committee Hearing 
Policies to Address the Crises in Financial and Housing Markets 
February 1 1,2009 

Chairman Conrad, Ranking Member Gregg, and Members of the Committee: thank you 
for inviting me to be here today, as Congress continues its work on an economic recovery 
plan to help create jobs and lay a foundation for a stronger economic future. 

Right now, job losses are accelerating and credit has slowed to a trickle. On top of the 
financial and economic challenges we face... there is another: a lack of faith. 

The American people have lost faith in the leaders of our financial institutions, and are 
skeptical that their government has - to this point - used taxpayers’ money in ways that 
will benefit them. 

Together we can change this. 

Yesterday, l announced our Administration’s plan to restart the flow of credit, strengthen 
our financial system, and provide critical aid for homeowners and for small businesses: 
the Financial Stability Plan. 

To get credit flowing again, to restore confidence in our markets, and to restore the faith 
of the American people, we have proposed a fundamental reshaping of the government’s 
program to repair the financial system. 

It all begins with transparency. We propose to establish a new framework of oversight 
and governance of all aspects of our Financial Stability Plan. The American people will 
be able to see where their tax dollars are going and the return on their government’s 
investment. They will be able to see whether the conditions placed on banks and 
institutions are being met and enforced. They will be able to see whether boards of 
directors are being responsible with taxpayer dollars and how they are compensating their 
executives. And they will be able to see how these actions are impacting the overall flow 
of lending and the cost of borrowing. 

These new requirements, which will be available on a new website 

!•' inancialSiahiliiv.gov , will give the American people the transparency they deserve. 

Second, we are going to bring together the government agencies with authority over our 
nation’s major banks and initiate a more consistent, realistic, and forward looking 
assessment about the risk on balance sheets. We are calling it a financial “stress test.” 

We want banks’ balance sheets cleaner and stronger. And we are going to help this 
process by providing a new program of capital support for those institutions that need it. 
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Institutions that need additional capital will be able to access a new funding mechanism 
that uses money from the Treasury as a bridge to private capital. The capital wilt come 
with conditions to help ensure that every dollar of assistance is used to generate a level of 
lending greater than what would have been possible in the absence of government 
support. 

Third, together with the Fed, the FDIC, and the private sector, we propose the 
establishment of a Public-Private Investment Fund. This program will provide 
government capital and government financing to help leverage private capital and get 
private markets working again. This fund will be targeted to the legacy loans and assets 
that are now burdening many financial institutions. 

By providing the financing that the private markets cannot now provide, this will help 
start a market for the real estate-related assets that are at the center of this crisis. Our 
objective is to use private capital and private asset managers to help provide a market 
mechanism for valuing the assets. 

We are exploring a range of different structures for this program, and will seek input 
from this Committee as we design it. 

Fourth, working jointly with the Federal Reserve, we are prepared to commit up to a 
trillion dollars to support a Consumer and Business Lending Initiative. This initiative 
will kick start the secondary lending markets, to bring down borrowing costs, and to help 
get credit flowing again. 

In our financial system, 40 percent of consumer lending has historically been available 
because people buy loans, put them together and sell them. Because this vital source of 
lending has frozen up, no financial recovery plan will be successful unless it helps restart 
securitization markets for sound loans made to consumers and businesses - large and 
small. 

This lending program will be built on the Federal Reserve’s Term Asset Backed 
Securities Loan Facility, announced last November, with capital from the Treasury and 
financing from the Federal Reserve. 

And because small businesses are so important to our economy, we are going to take 
additional steps to make it easier for them to get credit from community banks and large 
banks. 

Fifth, we will launch a comprehensive housing program. Millions of Americans have 
lost their homes, and millions more live with the risk that they will be unable to meet 
their payments or refinance their mortgages. 

The President has asked his economic team to come together with a comprehensive plan 
to address the housing crisis. We will announce the details of this plan in the next few 
weeks. 


2 
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Our focus wil! be on using the full resources of the government to help prevent avoidable 
foreclosures and to reduce mortgage interest rates. We will do this with a substantial 
commitment of resources already authorized by Congress under the Emergency 
Economic Stabilization Act. We welcome the ideas and input of this Committee in this 
important effort. 

And finally, President Obama is committed to moving quickly to reform our entire 
system of financial regulation so that we never again face a crisis of this severity. And, 
again, that effort can only succeed with the collaboration and support of this Committee 
and other Members of Congress. 

Chairman Conrad, I would like to applaud you for your longstanding leadership on fiscal 
responsibility matters. As you know, it is Treasury’s tradition is to defend the integrity of 
policy, to respect the constraints imposed by limited resources, and to limit government 
intervention to where it is essential to protect our financial system and improve the lives 
of the American people. As Treasury Secretary, 1 take that charge very seriously and look 
forward to working with you and this Committee to address our fiscal challenges, both 
short-term and long-term. 

Let me close by saying that our challenges in this financial crisis are more complex than 
any our financial system has ever faced, requiring new programs and persistent attention 
to solve. But the President, the Treasury, and the entire Administration are committed to 
working with you to see it through because we know how directly the future of our 
economy depends on it. 

Thank you, and with that. I'd be happy to take your questions. 

### 
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Chairman Conrad. Thank you, Mr. Secretary, and I want to wel- 
come David Vandeveer back to the Budget Committee hearing 
room. David served with distinction on the staff here for 6 years 
before joining your staff as a top aide, and we welcome him back 
to this Committee hearing room. 

First of all, I got up this morning, read the Washington Post, and 
noticed that they had a column that they call “It Adds Up,” and 
they talk about the Federal Government having committed so far 
$7.8 trillion in guarantees, investments, and loans to dealing with 
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this financial crisis — $7.8 trillion, and I think we should be swift 
to say that does not mean a full cost to taxpayers of $7.8 trillion, 
because much of that represents investments that will be, at least 
in part, recouped. 



It Adds Up 

The federal gptrmmrni hts committed at least 
$7.8 trillion mbatis. investments and 
guarantees since the beginning of20QfL 



Part of it represents guarantees, and our history with guarantees 
is while they do cost money, they typically cost far less than the 
full amount of the guarantee. 

I also noted with interest yesterday the Washington Post said 
that the cost of what you are talking about with respect to the fi- 
nancial sector and housing, $1.5 trillion. This morning, the New 
York Times, with another day to mull it over, came up with a very 
different number — $2.5 trillion. It is going up a trillion a day. At 



513 


least that is media estimates, and we all understand they are oper- 
ating under deadline and with imperfect information. 

You know, the obligation of this Committee and the primary re- 
sponsibility we have to our colleagues is to try to give them the 
best assessment of what the budget exposure is going to be in the 
next year and the next 5 years and the next 10 years. And that 
is the reason we have the Secretary of Treasury come before this 
Committee, to help us understand what is the budget exposure. 

I would understand if you are not prepared at this moment to 
give us a full picture of what that might be, but any indication that 
you can provide along those lines would be helpful to this Com- 
mittee. As you know, we in just a few weeks need to present a 
budget outline to our colleagues. 

So what can you tell us about what you see is the potential budg- 
et exposure of what you outlined yesterday? 

Secretary Geithner. Thank you, Mr. Chairman. I want to begin 
by just emphasizing the point you made, which is that, you know, 
these numbers are very large. They are hard to understand. But 
the numbers you cited and are in this are predominantly, over- 
whelmingly loans against collateral and investments that come 
with a return to compensate the risk. Those broad numbers do not 
represent the costs in terms of budgetary resources, nor do they 
represent the additional borrowing into the country. And I think it 
is very important — and we will do this — to try to explain more 
clearly to people what those numbers mean, what is already com- 
mitted, and what these new programs mean in terms of numbers, 
and to be careful and realistic to people about, again, what the ulti- 
mate cost is to the taxpayers in these programs. 

A great strength of our country is we have a process with enor- 
mous integrity in CBO and the Congress and with OMB to try to 
assess the actual budgetary cost of these programs. I am deeply 
committed — we have been realistic — to integrity and candor to 
those estimates. 

But the broad numbers do not represent the ultimate cost to the 
taxpayer nor the direct claim on taxpayer resources, because these 
are largely programs of lending against assets that come with some 
return to help compensate for risk. 

Chairman Conrad. So let me interrupt, if I can, on that point. 
Let me say to my colleagues, we are going to restrict the first 
round to 5 minutes apiece, given the large attendance here, and I 
am going to impose that same restriction on myself. So I have got 
30 seconds left. 

It is fair to say that the actual budget exposure is far less than 
the $1.5 trillion or $2.5 trillion that is in the newspaper headlines. 
Is that not the case? 

Secretary Geithner. Absolutely. And as I said at the beginning, 
we are not coming before you today to ask for additional resources 
and authority. You have already authorized substantial resources. 
I think it is our obligation to use those resources carefully and ef- 
fectively, again, to minimize the ultimate cost to the taxpayer, 
maximize the benefit to get credit flowing again. And the programs 
I laid out yesterday we can move forward on, on a substantial 
scale, within the $350 billion additional authorization Congress has 
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already provided. And those resources are in the budget baseline 
with a careful estimate by CBO and OMB of the ultimate costs. 

Chairman Conrad. So, just in conclusion, you in your outline 
yesterday did not call for any additional budget authority. 

Secretary Geithner. That is correct, and I did that because I 
think not only have you already authorized substantial resources 
and it is our obligation to use those, as I said, as carefully and ef- 
fectively as possible. But because we want to be careful before we 
come to you and ask for additional resources or authority that we 
have done so with as much care and consultation on design as pos- 
sible. So before we get to that point, we will come with the level 
of detail and care in assessing ultimate costs and benefit that you 
need to do your job. 

Chairman Conrad. All right. Senator Sessions. 

Senator Sessions. Thank you, Mr. Chairman. 

Just to followup, I have the same Washington Post article. It 
uses the figure $7.8 trillion, and it says that amount of money is 
equivalent to all the homes west of the Mississippi River. So I 

f uess my question — can you explain to the average voter what this 
7.8 trillion consists of? Some of it is from Federal Reserve. Some 
of it, I suppose, is the $700 billion TARP money that we have got 
and other moneys. And we do not have a lot of time, but succinctly, 
if you could explain where that money will come from. 

Secretary Geithner. Well, Senator, as you said, this is a mix of 
different things. It includes the authority Congress has already 
provided under the Emergency Economic Stabilization Act, which 
has been used for capital investments, as well as smaller amounts 
of capital to help support broader lending programs. It includes a 
variety of guarantees and commitments made by the FDIC. It in- 
cludes — 

Senator Sessions. Have you got numbers, round numbers for 
each one of these that you are mentioning? 

Secretary Geithner. Those are in the public domain, and I 
would be happy to provide as much detail as possible on the broad 
dimensions of that. The Chairman of the Fed yesterday committed 
to a greater process of transparency and disclosure on the Fed’s 
piece of these programs. I think it is very important we lay that 
out, and I would be pleased to commit to laying that out in detail 
to this Committee. And I think the hard thing, of course, is not just 
to explain the composition of those numbers, but try to explain to 
people how we are protecting the risk to the taxpayer, what benefit 
they provide, because, again, our basic obligation — and I take this 
very seriously — is, again, to try to maximize the benefit we are 
achieving with limited resources, which as much care and protec- 
tion for the taxpayer. And what is hard, of course, is, again, to try 
to provide a realistic appreciate of the risk in those programs. But 
it is important we do it, and I will provide as much comprehensive 
and candor and detail as we can. 

Senator Sessions. Well, we know the Congressional Budget Of- 
fice — I think my recollection is correct — scored the $700 billion 
TARP, the Wall Street bailout, as a $240 billion Treasury cost, and 
that Freddie and Fannie was about $200 billion to date, they have 
scored that. So each one of these things you would admit, every 
new program where it would not be dollar per dollar, will have and 
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should score by our independent Budget Office as a hit to the 
Treasury. 

Secretary Geithner. I think it is critically important we have 
candor, independence, and realism to those assessments. I com- 
pletely agree. But, again, the overwhelming obligation we face — 
this is a complicated financial crisis. We have got an incredibly 
large economy, a very large financial system, and our basic obliga- 
tion is to try to use these authorities as carefully as possible but 
as forcefully to try to get the system repaired and recovery going 
again, because if we do not do that, the stimulus will be less effec- 
tive, and we are going to face a deeper 

Senator Sessions. I understand that. I understand that, and you 
are saying we do not want to be timid and we do not want to be 
limited. But I do not want to be reckless, overspending, and un- 
principled either. And so there is a tension here that we have to 
watch. And I know politically sometimes it might be better to say, 
well, we did everything possible and whatever goes wrong is not 
our fault because we acted boldly and nobody can blame me. But 
in the long run, those expenditures, those investments, those loans 
have to be consistent with our heritage of a free country, limited 
Government, and financial responsibility. 

You say you will consult. We have had consulting around here, 
but nobody ever consults with me. I am not sure — they probably 
consult with our Chairman. But, I mean, when you say “consult,” 
are you going to ask for legislation? Or do you think you already 
have power to execute the list of things that you have been talking 
about today? 

Secretary Geithner. As I said, we have substantially authority 
and resources already authorized by the Congress to move forward 
on this front, and I think it is responsible, and it is our obligation 
to do that. 

If we judge, if we believe that we think there is a compelling case 
for additional resources and authority, we will come to you and lay 
that out as quickly as we can. 

Senator Sessions. I think I was in error. CBO scored the TARP 
at $189 billion, not $240 billion. But, at any rate, those are things 
that we do have to do, as the Chairman noted, figure out as best 
we can an estimate. Hopefully it will be less than that. It might 
be more. 

Is my time up? Yes. Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Sessions. 

On our side, I just want to give Senators a heads up. It is Nel- 
son, Cardin, Sanders. The first three on our side, Nelson, Cardin, 
Sanders. On the other side, it is Sessions, Enzi, Bunning, the first 
three. 

Senator Nelson. 

Senator Nelson. Mr. Secretary, I was surprised at the degree of 
criticism that you received from a number of the talking heads on 
TV this morning where they were saying there was a lack of speci- 
ficity, and they were blaming the fact of the drop on the New York 
Stock Exchange and so forth. And I suppose that is a reflection 
that you came out with a balanced program, that it was not all 
going to Wall Street, that you look at this in a comprehensive way. 
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We constantly get it directly from our constituents who have had 
their mortgages foreclosed and so forth. So a lot of your, and I 
quote, “affordable housing support and foreclosure prevention plan 
is still yet to be developed.” 

Do you want to give us a few more specifics? And would you tie 
that into an issue that is before us right now? In the conference 
committee on the stimulus package, there is a $15,000 tax credit 
for the purchase of a home which is likely in the conference to be 
cut down to $7,500 tax credit. Tell us how that relates to what you 
ultimately will do on housing. 

Secretary Geithner. Senator, this is going to be frustrating, I 
know, because I do not want to get ahead of the President on the 
housing plan. And as I said, I want us to get the details right and 
be careful as we do it. But let me be responsive to your question. 

On where you ended, your colleagues are in the delicate process 
of consultations now on how to move this forward. My sense is they 
are making progress. There are some issues they have to work 
through. And we are very hopeful, though, that we are going to 
reach a broad balance that meets the President’s objectives of a 
program with enough force to create 3 to 3.5 million jobs and help 
get the economy back on track. As part of that, there is a whole 
range of things that will be important to that, but those discussions 
are going forward now, and we are very hopeful they are going to 
make progress. 

Now, on the housing strategy, I think the key elements of the 
strategy, as I said, are going to be to bring mortgage interest rates 
down, to help avoid the foreclosures that we can reasonably expect 
to avoid, to help bring mortgage interest rates down, and to try to 
bring more coherence, frankly, and consistency to the proliferation 
of initiatives to help support modifications across the financial sys- 
tem and across the agencies of the Government together. I think 
we have to do that together. 

Senator Nelson. What is the mechanism to do that? 

Secretary Geithner. We are going to do it, in part, by using Gov- 
ernment resources to help incent and induce a level of modifica- 
tions restructurings that will help, again, keep people in their 
homes and make mortgages more affordable. 

Senator Nelson. And how do you value those mortgages? This 
is the big fight. Is it what they were or is it what they are worth 
now? 

Secretary Geithner. Well, there is, you know, a deeply com- 
plicated set of valuation questions in any program like this, but in 
the housing plan, I think the core will be — and you have seen a lot 
of proposals out there in public by many people — to, again, try to 
induce economically sensible restructuring of mortgages, to help 
bring — using Government resources to help bring those payments 
down to a level that they are more affordable. That will allow the 
responsible borrower to stay in their homes. And you are going to 
have to do some complementary efforts to reinforce that by improv- 
ing, strengthening Hope for Homeowners that Congress already 
passed last year. And there will be other things, too, that will be 
part of that. 

But I think you have to look across that front and move together 
on that, but I do not 
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Senator Nelson. How do you get the banks to go along with 
that? 

Secretary Geithner. Well, you have to use a mix of incentive 
and persuasion, and as a condition for Government assistance in 
our new capital programs, banks are going to have to commit to 
adopt foreclosure modification strategies to meet a set of standards 
we lay out. That will help with persuasion. But you also have to 
do things that are going to help make it more economically compel- 
ling for them to do that, and doing that, of course, we just have 
got to be very careful to use the taxpayers’ money carefully and 
wisely so that we are not benefiting people who do not need it or 
institutions in a way that is excessively generous. 

Senator Nelson. On your first approach, financial stability trust 
going to the banks, you know that the community banks feel like 
they are being left out. What are you going to do about that? 

Secretary Geithner. I know they do. I have met with them, have 
spoken to them, and I am committed to making sure we have the 
resources available to process their applications quickly, and the 
basic principle that is deeply important to me is that institutions 
receive fair treatment, equal treatment, they have the same access 
any other institution does, regardless of where they are and the de- 
gree of broad support they have for their — very important to do it 
because community banks largely were not part of this problem. 
They are going to be part of the solution. We need to make sure 
they have access on the same terms as anybody else, and that is 
going to require more resources so we can — you know, there are 
thousands of community banks, so we can move quickly to make 
sure that those who need it get it. 

Senator Nelson. Thank you. 

Chairman Conrad. Thank you, Senator. 

The order, Senator Enzi informs me, was not fair to Senator Al- 
exander, that Senator Alexander is next. Senator Alexander? 

Senator Alexander. Well, I thank the Chairman, and I thank 
Senator Enzi. That is as rare in the Senate as an unexpressed 
thought, so I thank you for the 

[Laughter.] 

Senator Alexander. I thank you for the courtesy, Mike. 

Mr. Secretary, welcome. We are glad you are here and look for- 
ward to working with you on this Committee as time goes on. I 
think Chairman Conrad was right on the money, so to speak, when 
he talked about housing, financial institutions, and with what 
money we’ll use. 

Here is my concern. The testimony to which the Chairman re- 
ferred the other day was from three distinguished economists that 
we asked what to do about the bank part of the credit problem. 
And the estimates they gave were that there may be $2 trillion 
plus of bad assets in the banks. And then they recommended that 
whatever we did, we make it possible to get rid of those assets as 
quickly as we could to get lending moving again. We asked them 
how much capital a so-called bad bank — and I know that is maybe 
not a phrase that some like to use, but if we set up an entity to 
try to help get rid of those things, whether it is public-private, how 
much capital should it have? And the answer was, “Well, as much 
as you can put in it.” There are some limits even to the Federal 
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Reserve Board’s balance sheet, because either we are printing 
money, which means inflation down the road probably, or we are 
appropriating money, which comes from the taxpayers. 

So I have got in my mind this notion of $2 trillion to get rid of 
the bad assets in the banks and that we have heard for weeks and 
months, which I believe, that until we address, we are not going 
to get lending moving again. We cannot just tell banks to lend to 
people who cannot pay it back or lend money they do not have, as 
good as that might sound. 

So aren’t you really underestimating the size of this when you 
say it is a trillion dollars and undercapitalizing the effort? And let 
me just go through the series of questions and give you the time 
to answer. 

Wouldn’t it be wiser and bolder and better just to come out and 
say: We have got a big problem, maybe $2 trillion or more with bad 
assets. Experience all over the world in situations like this is we 
need to get the bad assets out as rapidly as we efficiently can. 

So we are going to need more money. We are going to need more 
money, and we are going to ask for it now. And I will have to say 
that, from my point of view — that is not the point of view on the 
other side of the aisle — I am still stunned that the President would 
ask us to spend $1 trillion, actually spend it on projects, on a so- 
called stimulus, most of which are not to create jobs in the first 
year. Why wouldn’t it be better to cut that so-called stimulus bill 
in half, focus it on creating jobs in the first year, and set aside that 
$400 or $500 billion to help get lending moving, get housing mov- 
ing, get the community banks moving? Wouldn’t that even be a bet- 
ter stimulus if we said that? And wouldn’t it be better to do it now 
rather than come back and ask for it? And I am one Republican 
Senator who has now voted twice for the TARP money because I 
thought President Bush needed it and I thought President Obama 
needed it. 

Secretary Geithner. Senator, let me just begin where you ended 
and say that, you know, the scale of lost output ahead in this reces- 
sion is very large, and it is very important that this recovery pack- 
age be large enough to help compensate for that lost output. And 
I do not think it would be efficient or responsible to underdo that 
even though I agree with you completely that getting the financial 
system repaired and getting credit flowing again is going to be cru- 
cial to recovery. 

So I think you are right, we need to do both, along with housing, 
but I do not think it would be sensible or ideal to underdo it on 
stimulus even though you are right that you need to use substan- 
tial resources for financial recovery. 

Now, I also agree with you that it is important to be candid 
about costs, and as I said in the beginning, it is better to try to 
do more sooner than to stretch it out. But I want to be very careful 
not to come to you and ask for resources and authority before we 
have as careful and compelling a case as possible. 

On the bad asset problem, it is critical in our country, as in any 
financial crisis, that we provide capital to institutions that need it. 
Now, our system is very diverse. There is a lot of strength in our 
system, and there are pockets of weakness where we have to be 
prepared to be helpful and supportive with capital, because that 
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will be powerful in its impact on the economy as a whole. And to 
do that efficiently, we have to help get these markets for these real 
estate assets going again. 

Now, in a simple sense, there are two ways to do that. You can 
have the Government come in and buy the assets and manage 
them at a price the Government sets. That process carries enor- 
mous risk that we end up using the taxpayers’ money inefficiently, 
take risks the Government does not understand, and my judgment 
is that ultimately will be costly, too costly. 

The alternative mechanism, which I think is a better mechanism, 
is to try to use our resources more carefully with financing from 
the Government to help leverage private capital with a mechanism 
that is going to provide a more realistic and careful measure of the 
ultimate value and cost of these assets. And I think using that 
market mechanism will be more helpful, more efficient for our ob- 
jective over the longer term. It is complicated to do, though, and 
we are going to try to get it right before we move forward. And that 
is one reason why we started with the general outlines of the 
framework rather than the precise details of the proposal. 

But I very much agree with your basic instinct and judgments 
that better to be open about the costs, not underestimate them, 
move with as much force as possible, and just echo a comment that 
Senator Sessions made at the beginning about what the balance is 
between uncertainty and anxiety we create and between honesty 
and candor. And I believe deeply there is more reassurance in 
being candid than there is in its absence. And I will always try to 
come before you and be open with you about what the scale of re- 
sources are, ultimately what we are going to need, what the risks 
are, what the constraints are, what the alternatives may be, be- 
cause I think it is important for our credibility and for yours that 
we are as open with those things as possible, and I will try to meet 
that test. But I cannot do that until we have had the chance to con- 
sult carefully on the broader design of the program and its ultimate 
cost. 

Senator Alexander. Thank you. 

Chairman Conrad. Senator Cardin. 

Senator Cardin. Thank you very much, Mr. Chairman, and, Sec- 
retary Geithner, thank you very much for your leadership and your 
appearance here today. 

You have said that Congress did the right thing in giving the 
President the tools to deal with the financial crisis, including the 
TARP funding. There has been a general acknowledgment that the 
first $350 billion should have been used more effectively than it 
was used. 

I want to hear from you briefly how you will do things dif- 
ferently. What lessons have we learned from the first $350 billion, 
so that we have confidence that the second half of those funds will 
be used in a way that will be more effective in relieving the credit 
markets? 

Secretary Geithner. That is enormously important to me. We 
will not be effective unless we earn more confidence with you and 
your colleagues and with the American people that we are going to 
use these resources wisely. And so let me just give you my basic 
sense of what that is going to require. 
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The first really important thing is, again, we bring much higher 
standards for transparency and accountability so the American peo- 
ple can see how we are using the money and what impact it is hav- 
ing. 

Senator Cardin. Can I just stop you on that point? 

Secretary Geithner. Absolutely. 

Senator Cardin. I believe I am quoting from your presentation, 
that you will guarantee a level of lending by those who are receiv- 
ing the financial help. I am curious as to how you intend to enforce 
that. What enforcement is there to make sure that what the banks 
say they are going to lend is actually lent? 

Secretary Geithner. Right. A very important issue, and thank 
you for asking me to clarify that. What we are going to do is, as 
a condition for assistance, ask the banks to give us a concrete plan 
for how they are going to use that assistance to generate a level 
of lending that is greater than what would have been possible in 
the absence of that support. We are going to ask them to report 
monthly on what is actually happening to lending relative to that 
plan and that commitment. We are going to put those reports in 
the public domain. They will be subject to independent assessment, 
not just by the congressional oversight body but by the Treasury 
Inspector General, by the GAO, so you will have a series of inde- 
pendent evaluations about, again, how that money is being used. 

I think that is the right place to start 

Senator Cardin. All that is positive. What happens if they do not 
reach the level of lending that is expected? 

Secretary Geithner. Well, they are going to have to explain why 
that was the case, and there will be reasons why it was not pos- 
sible for them to meet that commitment, because, you know, we are 
facing an uncertain and very challenging economic environment, 
and it is hard to know ex ante exactly what the demand will be 
from creditworthy borrowers for loans going forward. 

You know, we had a huge credit boom. In recessions, demand for 
credit from everyone who is healthy and strong falls, and so the 
level of lending will naturally fall in this economy. What we want 
to do and what is critically important we do is it not fall more 
sharply, more acutely than that basic path. And that is why we 
have to make sure the assistance is directed at increasing the 
amount of lending that would have happened in the absence of that 
support. 

But it is not just enough to try to make sure we attach those con- 
ditions to our assistance to banks directly. We need to go around 
banks 

Senator Cardin. But are there sanctions if they do not meet ex- 
pectations and there is a belief that they should have done better? 

Secretary Geithner. Senator, some of the conditions that we are 
going to have to apply to this, we are going to — I mean, the condi- 
tions, we are going to have to make sure we enforce those condi- 
tions. But on the lending side, it is going to be a complicated proc- 
ess because, again, it is very hard to judge what the economically 
viable demand for lending is going to be in a recession. 

Senator Cardin. Let me just make a comment. When I was a 
lawyer in private practice, I negotiated on behalf of private compa- 
nies to borrow money. If those companies did not meet certain ex- 
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pectations, there were sanctions that were imposed, including the 
pulling of credit, and other types of penalties. 

I would feel more comfortable if I knew that if through this open 
process banks do not meet resonable expectations government is 
prepared to exercise sanctions against them. Not only are they re- 
ceiving money at a very low interest rate these are Federal funds 
that come with public expectation and require accountability. 

Secretary Geithner. I agree with you, and I want the conditions 
we establish to be enforced, and I want people to see how they are 
being met. But I just want to be candid that in this particular deli- 
cate area of lending, there will be things that will produce out- 
comes a little different from what their initial plans are, that we 
will not have the power responsibly to avert. But I completely 
agree with your sentiment that we establish conditions, and we 
want those conditions to be enforced. 

Senator Cardin. I thank you for that. Let me just say something 
positive in my last 10 seconds. Thanks for including small busi- 
ness. Thanks for being prepared to go into the secondary markets 
so that we can free up money for small business. I think it is des- 
perately needed. 

Thank you, Mr. Chairman. 

Chairman Conrad. Senator Enzi? And, Senator Enzi, thank you 
for being a gentleman previously, allowing Senator Alexander to go 
first. 

Senator Enzi. Mr. Chairman, I should have been more expansive 
on that than I was. Actually, Senator Bunning was the first person 
here, then Senator Alexander, then me. So I would defer to Senator 
Bunning. 

Senator Bunning. That is all right. I understand. 

Chairman Conrad. I apologize, Jim, if we got it wrong. 

Senator Bunning. Thank you very much, Mr. Chairman. 

Secretary WELCOME AGAIN. I am very interested in how you are 
going to value banks’ assets in your stress test. This is the key to 
fixing the whole mess. What are you going to do with a bank that 
your stress test shows that they are insolvent? Are you going to 
close them, nationalize them, give them more capital, buy their 
toxic assets? What are you going to do with them? 

Secretary Geithner. Senator, the supervisors of your country are 
working together now to bring a more careful, consistent, realistic 
assessment of the exposures on banks and try to make careful 
judgments about what the losses ahead are likely to be in the kind 
of challenging environment we face. And on the basis of that, 
where there are needs for additional capital, we are going to be 
prepared to provide that capital. 

Now, Congress authorized in the wake of the S&L crisis a care- 
fully designed process 

Senator Bunning. Those savings and loans had already failed. 

Secretary Geithner. No, but I was going to say something 

Senator Bunning. I was here when it happened. 

Secretary Geithner. I agree with that. I understand that. But I 
am just saying that the Congress does have and the FDIC does 
preside over a mechanism that allows for the orderly resolution of 
banks in our country. That process is being used today. It will be 
tested in the future. And I think it is very important that we be 
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careful in moving forward that we are facilitating the necessary re- 
structuring of the financial system that has to happen. 

Senator Bunning. OK. Some of my colleagues talked about 
spending and how much we were going to spend. If my figures are 
accurate and those that add them — and this is what the Budget 
Committee will tell us very quickly — our spending is right about 20 
percent of GDP right now. It was down to 18. The Bush adminis- 
tration drove it up to 20. According to everything that I have read 
and seen, by the end of fiscal year 2010, it will be 38 percent of 
GDP. To me, that is exactly what the European Union countries 
are at. Most of those countries are socialistic. 

So what I am asking you is: What happens to our free market 
in comparison to running into socialism when and if we spend that 
kind of money? 

Secretary Geithner. Senator, that is a level of spending we can- 
not afford as a country and it would be irresponsible. In the Presi- 
dent’s budget, which you will see in the coming weeks — and I will 
have the chance to come speak to you about it — will lay out exactly 
what we think is a responsible path for expenditures and what the 
path of revenues are going to be to support that and how we are 
going to meet this vitally important obligation of committing to 
bring our resources and expenditures more into balance and our 
budget to a more sustainable position. 

That is hugely important, as I said. It is something that starts 
with the President’s budget. It does not end with that. It is going 
to require we work together to make these hard choices, and the 
world will be watching to see whether we are prepared to make 
commitments now that will begin that process of bringing those re- 
sources and expenditures more into balance. 

Now, we are doing in the financial sector things that we have not 
done before that raise deep concerns about the appropriateness of 
the Government role in the financial sector over time. I am very 
sensitive to those concerns, but we have to be very careful that we 
not go too far and that we design things in a way that allows the 
Government to get out of this and walk it back as quickly as that 
is feasible. But crises like this cannot be solved by the markets. 
They will not burn themselves out. And I think it is necessary and 
responsible, done carefully, for the Government to be willing to 
come in and take some risks that the markets cannot take now. 

Senator Bunning. I understand that. 

Secretary Geithner. And in a very careful way that we can walk 
these back and unwind them as soon as we have got recovery firm- 
ly established. 

Senator Bunning. I have one last question. Yesterday I asked 
you if you believed that we have an independent Federal Reserve, 
and you said, “Absolutely, and vitally important to our country that 
we preserve that.” That is what you said. But your plan has the 
Fed printing nearly $1 trillion to stretch your TARP money to buy 
asset-backed securities, which could result in a loss to the Fed, 
much like the Bear Stearns assets are now about $3 billion in the 
hole. 

Do you think putting the Fed at risk to implement fiscal policy 
and save you from having to ask Congress for more money com- 
promises the Fed’s independence? 



523 


Secretary Geithner. I do not, and I would not do it if I thought 
there was a risk of that. And the Federal Reserve has independent 
authority provided by the Congress, and they will not commit to do 
things jointly with us if they believe it compromises that independ- 
ence and that authority. 

Senator Bunning. Well, we will ask the Fed Chairman when he 
gets before us. Thank you. 

Chairman Conrad. Senator Sanders. 

Senator Sanders. Thank you, Mr. Chairman, and, Mr. Secretary, 
thank you very much for being here. I know we all look forward 
to working with you to address this horrendous crisis. 

Mr. Secretary, as you well know, the American people are out- 
raged that a small number of Wall Street executives, through their 
greed, their recklessness, and likely illegal behavior, have plunged 
us into the worst financial crisis since the Great Depression. We 
all know that millions of Americans have lost their jobs, their sav- 
ings, their homes, their pensions, their health insurance, while the 
CEOs of the largest financial institutions in this country that 
caused this crisis are still holding on to their jobs. Millions of 
Americans lost their jobs. These guys who caused the crisis still 
have their jobs while over a period of years they made out like ban- 
dits. 

Now I do not have a lot of time, so I would like you to, if you 
could, just give me a yes or no answer to the following questions. 

In 2006 and 2007, Lloyd Blankfein, the CEO of Goldman Sachs, 
was the highest paid executive on Wall Street, making over $125 
million in total compensation. Due to its risky investments, Gold- 
man Sachs now has over $168 billion in total outstanding debt. It 
has laid off over 10 percent of its work force. Late last year, the 
financial situation at Goldman was so dire that the taxpayers of 
this country provided Goldman Sachs with a $10 billion bailout. 

A very simple question that the American people want to know: 
Yes or no, should Mr. Blankfein be fired from his job and new lead- 
ership be brought in? 

Secretary Geithner. Senator, that is a judgment his board of di- 
rectors has to make. I want to say one thing which is very impor- 
tant. Everything we do going forward has to be judged against the 
impact we are going to have on the American people and the pros- 
pects for recovery. And every dollar we spend has to be measured 
against the benefits we bring in terms of 

Senator Sanders. Mr. Secretary, you are not answering my ques- 
tion. You have a person who made hundreds of millions for himself 
as he led his institution and help caused a great financial crisis. 
We have put as taxpayers $10 billion to bail him out, and we have 
no say about whether or not he should stay on the job? 

Secretary Geithner. No, I did not say that. I think there will be 
circumstances, as there have been already, where the Government 
intervention will have to come with very tough conditions, includ- 
ing changes in management leadership of institutions, and where 
we believe that makes sense, we will do that. 

Senator Sanders. Well, I just asked you do you believe that is 
the case with Goldman Sachs? 

Secretary Geithner. In this case, I am not going to change my 
answer, but I want to just say one thing. I feel deeply offended by 
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the judgments you have seen these boards of directors make. I 
think they have made our task much harder going forward 

Senator Sanders. But we are not going to fire the leadership, 
and we are going to keep these same guys who caused this crisis 
in power and who have made huge sums of money. 

Secretary Geithner. Where we think that is the most effective 
strategy for our country, we will do that. 

Senator Sanders. All right. I have a strong disagreement. I 
think the American people, if they are going to pour hundreds of 
billions of dollars into these institutions, want a new slate of lead- 
ership so that we can work with them to move us in a new direc- 
tion. 

Second question, and Mr. Bunning raised the issue of the Fed. 
I will take it in a different direction. We all talk about the $700 
billion in TARP funding that the taxpayers have put up. We do not 
talk too much about the $2.3 trillion of Fed loans that went out. 

Now, every member of the Committee has engaged in huge de- 
bates on the floor of the Senate or the House, over $10 million 
here, $50 million there, should it go here, should it go there. We 
put $2.3 trillion at risk from the Fed. I have no idea, nor do I be- 
lieve does anybody else here know, where one nickel of that money 
went, who got it, what the terms are, what is being repaid. 

Will you make public or work with Mr. Bernanke to make public 
so that all of us will know who received this $2.3 trillion? 

Secretary Geithner. Chairman Bernanke testified publicly yes- 
terday that he is going to bring a new level of disclosure and trans- 
parency to the actions of the Fed. He believes in that. I think it 
is important to do. Happy to work with him on how best to do that. 
Happy to come testify with him together to try to make sure that 
on all these programs we are providing a level of transparency 
that 

Senator Sanders. You did not answer the question. The $2.3 tril- 
lion went out. Now, how do I get some of that? How do the people 
in Vermont get online to get some of that money? They are all very 
curious. Who got that money? 

Secretary Geithner. Senator, as I said, the Chairman of the 
Federal Reserve said yesterday that he is going to bring a new 
level of disclosure to those basic programs so that you will be able 
to see how they are being designed and used with a greater level 
of detail than is apparent today. 

Senator Sanders. Will we know who received the money? 

Secretary Geithner. You will know what loans were made with 
what programs against what type of assets with what rationale, 
with what ultimate risk. But that is a judgment he has to make. 

Senator Sanders. Last question. I have talked to some econo- 
mists who believe that what happened on Wall Street was not just 
reckless and irresponsible, that perhaps — we do not know it — at 
the highest level there may have been fraud, that these guys un- 
derstood that they were pushing worthless paper. 

I know you have been on the job all of 2 weeks, but what is your 
intention in terms of undertaking a detailed investigation of pos- 
sible fraud and taking criminal actions against the people who 
caused this crisis? 
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Secretary Geithner. My intention, Senator, is to work very 
closely with Mary Schapiro. This is her responsibility, the SEC’s 
broader responsibility, and we need to make sure they have not 
just the resources but the quality of talent and people necessary to 
bring a much more forceful, credible enforcement mechanism. And 
I think it is very important to do so, and I know she is committed 
to it, too. 

Senator Sanders. Thank you. 

Chairman Conrad. Thank you, Senator. 

Senator Enzi? And before you start, let me just try to clear up 
the confusion about the rules of this Committee with a new year, 
and perhaps we all need to be reminded. The rules of this Com- 
mittee are at the gavel we then have recognition of members based 
on seniority. So even if Senator Alexander and Senator Bunning 
were here before you, if you are here at the gavel, because you are 
senior you would command first recognition. After the gavel, it is 
based on time of appearance. So I think it is important to remind 
everybody. That is the rule, longstanding rule of this Committee. 
It is seniority at the tapping of the gavel. After that, it is time of 
appearance. 

Senator Enzi. 

Senator Enzi. Thank you, Mr. Chairman, and I appreciate that 
clarification, and I also appreciate your incentive for punctuality. 
I think that makes a big difference in committees. 

I would ask that my full statement be a part of the record. 

Senator Enzi. I want to thank you for the answers that you have 
given, the very clear way that you have stated them. It is some- 
thing that has been needed and will be needed. 

One of the things that has to happen around here is we have to 
restore confidence in the American people, and we have a tremen- 
dous task ahead of us because people do not have confidence in 
Congress. We have not done much to improve that confidence in 
Congress. Part of it has been the speed with which we have done 
things and the size of the things that we have done. Nobody under- 
stands the size of what we have done, and since they have not been 
given an understanding of it, they hold it against us. But they al- 
ready held a bunch of things against us. And so we are trying to 
overcome that. 

We also keep talking about being bipartisan, but we do not act 
bipartisan. Bipartisanship is when people get together before a bill 
is drafted and talk about the principles that need to be in it, not 
wait until the end of the process and then try and buy enough 
votes to pass the bill. That is what we have been doing around 
here. 

Nobody in America, I think, believes that we can spend the $700 
billion or the $820 billion efficiently. When you think about how 
much we have been spending, that gets very difficult. And until we 
can convince Americans that there is a mechanism there, we are 
going to have problems. And Treasury has a problem of confidence 
as well. 

Yesterday you made some presentations, and I read about how 
they were taken. No details. I hope we can give you a chance — and 
I think you have done some of that today — to kind of undo yester- 
day. But you talked about demanding loans from the banks, liquid- 
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ity. Isn’t one of our problems that some banks have a lot of money 
to lend but they don’t have any consumers that they would lend it 
to? That seems to be the way in Wyoming. They followed the rules. 
I think we only had one bank that had a problem, and it was not 
a problem due to the financial situation. 

So how do you get that money out there to people that can actu- 
ally repay the money? How do we get the money circulating again? 

Secretary Geithner. Senator, I am glad you raised that question, 
and it points to the difficulty of working through these problems. 
As the economy slows, recession intensifies. There is an under- 
standable realistic concern about what is going to happen to the 
borrowers on the other side of banks. 

Realistically, the credit quality of borrowers is deteriorating, and 
we have to be careful as we try to solve this crisis not to force lend- 
ing to people who cannot use those resources well and not to force 
institutions that do not have enough capital to make the kind of 
mistakes that got us into this mess. And that is why it is such a 
difficult balance. 

But you are absolutely right that what is driving the contraction 
in the demand for lending is partly a sense of conservativism and 
care on the backs of borrowers, even creditworthy borrowers, and 
probably it is because you are seeing, you know, more failures 
across the country and more concern about possible failures across 
the country. 

Senator Enzi. Well, we were also told that with the first TARP 
that that money would go to buy toxic assets. I think you were part 
of formulating that plan. And then America saw that we did not 
buy any toxic assets. Now we are talking about solving housing 
again, but we have not plugged in the details. When will we be get- 
ting those details? And why did you decide to make a presentation 
yesterday if you did not have those details? 

Secretary Geithner. Senator, let me just go back to something 
several of you have said about my role over the last few years, in- 
cluding in TARP. I have been President of the New York Fed, not 
Secretary of the Treasury. As President of the New York Fed, I 
played a very, very active role in bringing a lot of creativity and 
action by the central bank to help limit the risk in this crisis at 
an early stage. I was also a very forceful advocate for the Govern- 
ment coming to Congress earlier to ask for the broader authority 
necessary to solve this crisis. 

Your Government came into this crisis without anything like the 
authority it needed to act to solve a crisis of this magnitude, and 
the fact that that action came late was very damaging. I was very 
supportive of the judgment not just to go to Congress and ask for 
broad authority, but very supportive of the judgment that at that 
time, when the system was at the point of maximum peril, that the 
most effective way to stabilize things was to put capital institutions 
and to provide broader guarantees. 

I think if we had not done that, if my predecessor had not done 
that, we would be living today with a much, much, much greater 
crisis today. 

Now, it did not have as much impact as necessary, in part be- 
cause the scale of the challenge was getting much, much greater, 
and the resources provided were not adequate to that; and in part 
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because, as many of you have said, there is a deep distrust and 
anger around how those judgments were made and how institu- 
tions have been responding to that. I understand that concern, and 
we are going to have to move together to fix that. 

Now, yesterday I laid out a broad framework of principles and 
programs to help solve this crisis. I understand the desire for de- 
tails. I understand the disappointment about the lack of details 
today, but part of the disappointment, as I said at the beginning, 
is because people were hoping we were going to do things that, in 
my judgment, would have been too generous and not responsible 
with the taxpayers’ money. I did not want to compound the mis- 
takes of the last 12 months where things were rushed out before 
they were ready and strategy had to be adapted because of that. 
Very important to me we do that. And if that means there is going 
to be disappointment with the level of detail until we get it right, 
I will live with that disappointment because it is better than the 
alternative. 

Now, as I said, the President and his team are going to lay out 
the details of their strategy on the housing crisis very soon. A lot 
of that work is done with those details. There will be details in that 
program, and you will have a chance to evaluate the details of that 
program and see whether we have done enough in that context. 

But I understand the concern with details, but it is because of 
the need for care and consistency and clarity that I laid out a gen- 
eral framework rather than details yesterday. 

Senator Enzi. Thank you. That gives me more confidence. 

Chairman Conrad. Senator Menendez. 

Senator Menendez. Thank you, Mr. Chairman. Thank you, Mr. 
Secretary. 

Let me followup where Senator Cardin left off. You know, if an 
American family takes out a loan with terms and conditions and 
they do not meet the terms and conditions, there is a consequence. 
And so the question for me, following up on Senator Cardin, is: 
Why would we treat the banks differently than we would treat av- 
erage American families, especially when we have seen in the first 
tranche of these dollars that the lack of conditionality has led to 
some of the consequences we do not want to see? 

Secretary Geithner. Senator, the first obligation we have, I 
think, is to make sure that the conditions that came with those ini- 
tial programs were actually enforced and met. That is very impor- 
tant to me. Again, there is an elaborate set of independent over- 
sight of those conditions to try to make sure — and where those con- 
ditions were not met, then we will take action to remedy that situ- 
ation. 

Now, going forward, again, our judgment is we need to have 
tougher conditions with a much higher level of basic transparency 
and accountability so that people can see who is benefiting from 
the resources, people can see the terms and conditions, people can 
see how they come in to use those resources, they can see whether 
they are meeting that basic commitment 

Senator Menendez. And I appreciate, Mr. Secretary, having the 
transparency and the accountability. I applauded you yesterday at 
the Banking hearing on that. The problem is that you need more 
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than transparency. Accountability means nothing unless there are 
consequences. 

Secretary Geithner. Agreed, and we are not going to rely just 
on transparency. We are going to make sure these conditions are 
met and enforced. I believe in that deeply. But transparency itself 
is also important because it is important not just to public trust, 
but it itself 

Senator Menendez. We are agreed. 

Secretary Geithner [continuing]. Can be very effective. 

Senator Menendez. We are agreed on that. But I think many of 
us are going to be looking for what is the mechanism of account- 
ability at the end of the day. 

Second, today’s New York Times has a story about the banks 
who already received TARP money wanting to get out and repay 
the TARP money. And so that drives two questions for me. 

No. 1, in fact, did they really not need the money that they are 
looking to repay it early? Is this a question — are they so committed 
to their culture that viability is second to reasonable conditions? 
And, third, are we in a set of circumstances that if they are 
healthy — and we hope for them to be — we will change — there is a 
condition that says that if they cannot repay for 3 years, as I un- 
derstand it, are we willing to — out of their earnings, are we willing 
to review that if, in fact, we find them to be healthy and they want 
to repay and the taxpayer will get back their money and they will 
be on their way? 

Secretary Geithner. Senator, my basic sense is that it is impor- 
tant for us to design these programs so that we create incentives 
for them to pay the Government back, to replace our resources, the 
Department resources, as soon as that is feasible. I think that will 
be — that is a necessary thing not just to protect the taxpayer, but 
to make sure that the Government’s role in the financial system is 
not sustained beyond a point that is necessary. 

So I view that it is largely a healthy thing, and I think going for- 
ward, again, we want to make sure we get these conditions right 
so that as markets stabilize and the economy gets back on track, 
they have very powerful incentives to help repay the Government. 
That will ultimately mean we have less risk and exposure, and we 
are solving this in a way that is ultimately going to be cheaper for 
the taxpayer. 

Senator Menendez. Do you think, though, that this desire to pay 
back — which is fine if they are healthy, but that some of what I 
read in the article was we do not like the conditions. So, therefore, 
if you do not like the conditions, either you needed the money to 
be healthy and stable and survive the present crisis, or you did 
not? And if you do, that reasonable conditionality — that the culture 
there is that viability is less important? 

Secretary Geithner. I do not think it is feasible for people to 
repay unless they have the means and the resources to repay, 
which is another way of saying that until they are viable, they will 
not be able to do that, whatever they think about the conditions. 

Senator Menendez. Finally 

Secretary Geithner. But, you know, a good test of conditions is 
whether they are attractive or unattractive, and I think the sign 
that people want to replace that publicly held or private capital is 
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a sign that the conditions are tough. They are going to have to get 
tougher. We have got to make sure that balance is right. But I 
think it is basically a healthy thing. 

Senator Menendez. Finally, I think insurance companies play a 
critical role in our economy, both in the form of products they offer 
as well as the economic growth resulting from their investments. 
Is that a view that you share? 

Secretary Geithner. I do believe that insurance companies play 
an important role in our financial system, absolutely. 

Senator Menendez. And, finally, I want to echo 

Chairman Conrad. That was two “finallys.” 

Senator Menendez. Yes, but my light did not go off until I said 
that “finally,” Mr. Chairman. 

[Laughter.] 

Senator Menendez. I just want to echo on the community banks 
what Senator Cardin said as well. We have several community 
banks that are at the heart of lending, and they have made re- 
quests, and they seem to be lost in the process. 

Thank you, Mr. Chairman. 

Secretary Geithner. And we will fix that, because community 
banks are a critically important part of our financial system. And, 
again, they will be an important part of the solution. 

Chairman Conrad. Senator Graham. 

Senator Graham. Thank you, Mr. Secretary. Let us try to make 
a budget here because I have got to go back to South Carolina and 
everyone here is going to go back to their respective States and 
give people some idea of what we are doing, how much all this is 
going to cost, and when it is going to get better. 

How much is left in the TARP fund? 

Secretary Geithner. Senator, I want to get these numbers right 
so just give me 1 second. I am going to look at the resources re- 
maining relative to commitments. 

Senator Graham. This does not count against my time, does it? 

Chairman Conrad. Yes. 

[Laughter.] 

Senator Graham. Hurry up. 

Secretary Geithner. Can I be responsive, but can you — I want 
to protect myself from the 

Senator Graham. Within $20 billion. 

Secretary Geithner. I need to amend this to be careful if I got 
the basic numbers wrong. 

Senator Graham. Sure. 

Secretary Geithner. But the Treasury Department staff inform 
me that the commitments made to date under the total authority 
Congress authorized totaled $387.5 billion. Now, again, that is not 
the cost to the taxpayer. That is the headline number using 
the 

Senator Graham. That is the amount of money you have left to 
do something with? 

Secretary Geithner. No. That is the amount that has been spent 
so that 

Senator Graham. OK. Well, how much is left? 
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Secretary Geithner. Well, the balance is roughly in the $315 bil- 
lion range. Now, we have already committed to you some of the re- 
sources — 

Senator Graham. Fifty billion is gone, right, because the stim- 
ulus package took $50 billion out to go to housing, right? 

Secretary Geithner. It will be when we start to move forward 
on that program. That is right. 

Senator Graham. OK. So you take $50 billion off $315 billion, 
and whatever number that is, that is what you have got left to deal 
with, right? 

Secretary Geithner. That is right, and 

Senator Graham. OK. Now, slow down. With that amount of 
money, you have got to do a bunch of things. 

Secretary Geithner. We do. 

Senator Graham. Like fix housing. 

Secretary Geithner. No, you just took the 50 

Senator Graham. Well, that 50 — well, will housing be fixed with- 
out any new money? 

Secretary Geithner. I do not know that 50 

Senator Graham. On a scale of 1 to 10, 1, you will not need any 
money; 10, you are likely to need more money to fix housing 

Secretary Geithner. For housing? 

Senator Graham. Yes. 

Secretary Geithner. I cannot tell you that at this point, but if 
we think there is a good case for doing it, we are going to come 
tell you how we are going to do it. 

Senator Graham. OK, good. So you have no clue. 

Secretary Geithner. No, that is not fair, Senator. What I will 
not do is — even if you are frustrated by the absence of details 

Senator Graham. See, I just do not believe that is enough money 
to fix housing and banking, and I just wish you would say that, be- 
cause you are going to come up here and ask us for more money. 
I know you will. Senator Conrad said on the floor let us just get 
on with this thing. Let us tell people some idea of what awaits 
them. 

Now, when it comes to banking, how much money will you need 
to fix the banking financial institution problem beyond what you 
have available to you today? 

Secretary Geithner. As I said at the beginning, I am not pre- 
pared to make that judgment today. I am not going to come up to 
you and ask you for money where we are not prepared to support 
the request for details. 

Senator Graham. Right. Well, see, you asked for — somebody 
asked for $838 billion, and whoever designed that package I hope 
is not going to design the banking and housing package, because 
I am convinced that of this $838 billion, a lot of it is going to go 
to things other than creating jobs in the first year or the next 18 
months. And I am convinced you take hundreds of billions of dol- 
lars out of that package and apply it to housing and banking. But 
that is a debate that seems to be over with. 

You had two options about the toxic assets. You could buy them 
yourself, the Government could, and your main concern there 
would be the Government setting a price that is too risky for the 
taxpayer, right? 
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Secretary Geithner. Yes. 

Senator Graham. OK. The second option is that you could get 
the private sector capital off the sidelines, give them some guaran- 
tees, put a floor or whatever you want to call it, and let them set 
a price, right? That is the second option? 

Secretary Geithner. Yes, it uses a market mechanism with Gov- 
ernment financing to 

Senator Graham. Right. The Government is involved. How much 
money would the Government save in the second option versus the 
first option in your opinion? 

Secretary Geithner. It depends how it comes out, but we believe 
a substantial amount of resources. 

Senator Graham. What would that be? 

Secretary Geithner. It will be dependent on the design of the 
program. 

Senator Graham. Hundreds of billions? 

Secretary Geithner. How much we will save? 

Senator Graham. Yes. 

Secretary Geithner. Hard to know if it is of that magnitude. 
But, again, we are going to be guided by how to reduce that risk 
to levels that are 

Senator Graham. But you are confident that second option saves 
the taxpayer money? 

Secretary Geithner. Absolutely. 

Senator Graham. Very confident of it? 

Secretary Geithner. Absolutely. 

Senator Graham. Does it take longer to achieve the goal than the 
first option? 

Secretary Geithner. I do not think so. 

Senator Graham. OK. Now, when it comes to going around 
banks, setting up a system that will lend money to small busi- 
nesses, does that create a problem for us down the road in the 
sense that you are creating a competition, a Government competi- 
tion with private sector banks? 

Secretary Geithner. I do not think so. Again, these programs 
are designed, Senator, so that the economics of the lending will be- 
come unattractive as conditions stabilize. We have had a lot of ex- 
perience in designing those programs. They are working quite well 
on that basis. So, again, as confidence improves and conditions sta- 
bilize, then demand for 

Senator Graham. So you do not think — and I have 13 seconds 
left. You do not think that will hurt private sector ability to get 
back on 

Secretary Geithner. No, no. I do not think there is risk in those 
designed that will be crowding out 

Senator Graham. I have 5 seconds left. 

Secretary Geithner [continuing]. Other capital. 

Senator Graham. Now, last question. If I went home and told 
people you are probably going to have to spend $500 billion more 
to fix everything beyond what the TARP has, would I be in the 
ballpark or would that be ill advised on my part? 

Secretary Geithner. I do not think it would be well advised on 
your part to put numbers on anything yet until we have a stronger 
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foundation for those estimates, and that depends on how we go for- 
ward. 

Chairman Conrad. Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. I cannot spring like 
Senator Graham, but I am going to try. 

Nothing is more important, Mr. Secretary, to getting our econ- 
omy back on track than gaining public confidence. Now, few devel- 
opments have done more to harm public confidence in what is hap- 
pening here in Washington than the news in the last few weeks of 
the financial institutions receiving Federal bailout funds paying out 
$18 billion in bonuses. That is money that was delivered in just the 
last few weeks. 

The Senate has passed as part of the stimulus legislation a bi- 
partisan amendment that I authored with Senator Snowe and Sen- 
ator Lincoln requiring that the companies pay back the cash por- 
tion of the excessive bonuses within 120 days. 

Now, the economic stimulus legislation is likely to be finalized 
today. My guess is it is going to be finalized in the next 5, 6, 7 
hours. So my question is: Given the fact that the President, to his 
credit, called these bonuses “shameful” and time is short, where do 
you stand on getting a solution to the problem of these just paid 
excessive bonuses in the economic stimulus legislation? 

Secretary Geithner. Senator, the President laid out last week a 
comprehensive program of conditions on executive compensation. 
Now, you personally have demonstrated great leadership and cre- 
ativity in coming up with a different complementary approach. We 
have talked about that privately. Our staffs are working together. 
We would like to work with you on how to achieve that objective. 

Of course, we want to be careful we get it right and we achieve 
what we were trying to achieve without, again, creating the risk 
that we end up in a situation where the taxpayer is at risk of los- 
ing substantial money going forward. But we would like to work 
with you on it and be as careful and as responsive as we can be 
to your objectives. 

Senator Wyden. I appreciate that. I think time is short. We are 
going to have to move very fast. Our doors are open. Senator 
Snowe and I want to make sure this is bipartisan, and we look for- 
ward to those discussions today. 

The second question deals with the valuation of bank assets ac- 
quired by Treasury under TARP. In December, Secretary Paulson 
promised that the value of the preferred stock that Treasury got for 
TARP money would be at or near par; that, in effect, for every $100 
that was invested, the taxpayers would get stock and warrants val- 
ued at about $100 under current market conditions. The Congres- 
sional Oversight Panel that looked at this said that was not the 
case. They said Treasury got assets worth about $66 for each $100 
spent. 

My second question is: What can you do now to revalue those? 
How would you go about revaluating them? And what is going to 
be done with respect to protecting taxpayers who deserve more for 
their money than they sure are getting in that first round? 

Secretary Geithner. Very important question. Let me just start 
by pointing out that when CBO scored the ultimate cost to the tax- 
payer of this program, they acknowledged, as they should have, 
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that there is risk to the taxpayer and ultimate subsidy costs in 
these programs. 

The second point that is important to say is that a definition of 
a financial crisis is the market is not prepared to take risks that 
are otherwise economic. We are not going to be able to help solve 
that crisis unless we are prepared to take carefully designed risks 
the market is not prepared to take. That means that everything we 
do, if priced against current market conditions in some cir- 
cumstances will look like today at that snapshot, then we are giv- 
ing a significant subsidy to those institutions. That is why, again, 
CBO looks carefully at what the ultimate cost is. 

Now, what our obligation is is to set the terms and conditions on 
these programs going forward that we, again, minimize the risks 
to the taxpayer, ensure a fair return, and achieve the most benefit 
we can on our overall obligation, which is to try to repair the sys- 
tem and get recovery back on track. We will be very careful to do 
that, but everything we do, because this is a financial crisis, if you 
measure it through a snapshot today, there will be some programs 
that look like you are below the market as it currently exists. 

Senator Wyden. Let me see if I can get one other question in. 
I want to support you on your bad bank efforts. I think that you 
want to move in the right direction. But I am very troubled about 
the fact — and you certainly see this in terms of the business press, 
you know, right now where a lot of the experts say that there is 
not enough detail and enough transparency in terms of what is 
really out there in terms of these troubled assets. I have been look- 
ing at three or four articles just this morning in today’s Wall Street 
Journal. Andy Kessler, somebody I respect, says your plan puts too 
great an emphasis on keeping existing banks in place even though 
they are just stuffed with these non-performing loans. 

So what is going to be done to give the public a clear read on 
the problem’s scope here? Because unless that is done, I think it 
is going to be hard to make your bad bank strategy go forward. 

Secretary Geithner. I agree with you, and we are going to do 
our best. And we are going to get the supervisors together to try 
to, again, provide a more realistic, forward-looking assessment of 
these exposures with better disclosure. We are going to provide 
capital to help support that process. We are going to use, with as 
much care as possible, Government financing to help get those 
markets restarted again, which will help people come to a better 
judgment about the ultimate credit loss without the distortion in- 
troduced by the absence of financing today. And as I said, we have 
these lending programs carefully designed to go around the bank- 
ing system to help provide the financing the market cannot do. 

I think that complement of things is the necessary, essential mix 
of things, and we are going to be careful to lay out the detailed de- 
sign issues to the public before we initiate so they have a chance 
to look at those details and provide feedback and input to those so 
that we are coming out with the best program at least risk to the 
taxpayer. 

Senator Wyden. Thank you. 

Thank you, Mr. Chairman. 

Chairman Conrad. Senator Ensign is next. 

Senator Ensign. Thank you, Mr. Chairman. 
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I want to followup on the idea of bailing out the banks, going 
back to Japan’s experience. Many people believed that it was a big 
mistake what Japan did in creating these zombie banks. We heard 
the other day an economist say that if an institution, if a bank, if 
a company is too big to fail, then they are just too big. 

Could you address the idea that we could be creating zombie 
banks in the United States, propping things up that should other- 
wise fail? 

Secretary Geithner. Senator, thank you. Obviously, we are 
going to be very careful not to do that. But this is an enormously 
severe, acute, broader crisis, and so what is possible in normal 
times is not possible in a situation like that. 

But you are absolutely right that our obligation is to make sure 
that we are not impeding the necessary restructuring of the finan- 
cial system that has to happen because things got too far beyond 
gravity, and that is going to have to change. 

Now, countries classically make two types of mistakes in finan- 
cial crises. One is, just to paint it starkly, to make the judgment 
that these things will burn themselves out, the market resolves 
them on their own. They other type of mistake they make is to un- 
derestimate the size of the problem to try to obscure the level of 
costs and resources, hope that it will work itself out over time, and 
that ultimately the system will grow its way out of it. 

Those are both important mistakes to avoid. We are going to do 
our best to avoid that, and we are going to try to bring the mix 
of more confidence and clarity to what these risks are with support 
in terms of capital and an aggressive program of financing options 
to help restart these markets. Our judgment is that is the best mix 
of programs. Doing it is enormously complicated. We are going to 
do it as carefully as possible. But we are very attentive to and sen- 
sitive to just the risks you pointed out. 

Senator Ensign. Do you have any fear at all when we are talking 
about how big the stimulus bill is, 800 billion plus?. We also have 
the TARP funds. We know we have an omnibus bill coming up. We 
know we will have a war supplemental bill coming up. We hear 
talk about the health care system with revusions to the health care 
system that could be incredibly expensive. We just added a lot of 
money to the Children’s Health Insurance Program then you count 
the whatever trillions that the Fed has put into this, and whatever 
trillions that they will do in the future. 

Right now other countries are buying our Treasury bills. Their 
sovereign wealth funds are buying them up. Do you fear at all at 
some point that inflation will rise — that perhaps the rating agen- 
cies may even look at the U.S. Treasuries as maybe somewhat sus- 
pect because we have just taken on too much debt? As it was 
talked about before, before all this started, we were at 25 percent 
of GDP. And we are going to be at the 40 percent that was talked 
about before. Will that cause these countries to maybe not buy our 
Treasuries? If they do not buy our Treasuries, from what I under- 
stand it is over. Our economic system collapses at that point. 

Secretary Geithner. Senator, you are absolutely right, and we 
have to be very, very careful as we go forward that we improve con- 
fidence, not reduce confidence, not just here in the United States 
but around the world, that we are going to have the will as a coun- 
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try not just to solve this crisis but to bring our resources and ex- 
penditures back into balance over time. 

It is going to be enormously complicated because of how deep the 
hole is today. But I believe there will be more confidence around 
the world and more willingness to help to get through this if we 
are aggressive today. 

It sounds like a paradox, but I think it is true. I think if we look 
to the world like we are not going to move together with a carefully 
designed program of support for the financial system and economy, 
then I think we face more risk, that they are going to look at our 
country and say, Gee, growth will be lower in the future, they will 
have less ability to earn a return to pay back these investments, 
and I think there is more risk in that strategy than the strategy 
we are embarked on. 

Senator Ensign. Well, my last comment is that I look forward to 
the President’s budget. I understand it is going to have some fairly 
significant cuts in it. I personally believe that we should have been 
offsetting some of the spending in this stimulus bill today. I think 
that would have been a better thing to do. There is a lot of wasteful 
spending, as we all understand, here in Washington, D.C. I look 
forward to working with the Administration, whether it is OMB or 
whoever else it is in the administration, to look at wasteful spend- 
ing that we can cut. But one thing we should not be looking at 
right now is creating new programs for the future that might not 
work and which could lead us to question whether we can sustain 
this kind of growth in the future. 

Thank you. 

Secretary Geithner. I know the President shares that concern, 
as do I, and we have got to be very careful together that we are 
not doing things that add to expectations about increases in ex- 
penditures over time that will not be efficient and effective, and 
that will not be within our capacity to support responsible. 

Chairman Conrad. Senator Whitehouse. 

Senator Whitehouse. Thank you, Chairman. 

Mr. Secretary we are clearly in a fine mess right now, and I wish 
you well trying to help guide us out of it. But I have a fairly spe- 
cific question I want to ask you, and I want to tell you why I am 
asking it first, because I think we have this problem, but I think 
it is one of three major problems that we have as Congress to look 
at. And of those three, this is the smallest problem. This is looking 
at a $7, $8 trillion problem right now. Coming fairly shortly behind 
it is a $35 trillion problem of unfunded Medicare, and not far be- 
hind that is the problem of ocean acidification and climate warming 
and a complete global change that has never been seen in the his- 
tory of the human species on this Earth. 

So we have three major significant problems to deal with. We 
have one supply of political capital to deal with them. And I am 
worried that that one supply of political capital is going to be 
burned up solving this problem and that by the time we are done 
with it a year or 2 or 3 from now, people will be so fed up with 
Government’s response to this that we will not have the political 
capital to address those other things. 

The thing that I see as most damaging to this country’s supply 
of political capital is the lack of comprehension on the part of Wall 
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Street that the lives of luxury that they have been living that 
would make a pharaoh blush are completely inappropriate to a sit- 
uation in which the Government is being asked to support that 
going on. 

Now, what President Obama did I think was very helpful, and 
it was a very good first start, but it hits strongly three companies 
and only a few people. There are two levels: The main level seems 
to hit only three companies. The other level reaches more broadly. 

I think that the support we are giving to these industries is very 
broad. People said the AIG support was really designed to protect 
Goldman Sachs and others. There is a network there, and I just 
worry that we have got to take this more seriously than we are 
right now. And the specific question has to do with the Wall Street 
Journal article a few weeks ago that pointed out that there is $40 
billion in deferred executive compensation on the books of TARP 
recipients, and at the moment we have zero transparency into that, 
and there is zero chance of giving it any kind of a haircut going 
forward because we have created no mechanism that would allow 
us to even consider doing that. 

When you consider the war we had in this Senate over some- 
where between $18 and $35 billion to support our entire auto in- 
dustry, the notion that $40 billion needs to be blown out into de- 
ferred executive compensation with, again, zero transparency and 
zero haircut I think really puts at risk the public support that we 
need to address not only this but other problems. 

It is fine to look forward, but there is a lot of really, you know, 
heavy-duty stuff on these companies’ books that executives have 
booked and salted away, either to dodge taxes, which deferred com- 
pensation does, or to provide specialized retirement packages that 
their employees do not enjoy. And I think that stuff is a lingering 
time bomb, and I really think we need to get at addressing it. 

As a lawyer, I think you need to have some due process for those 
folks. You cannot just move in and take it away. But we do not 
have any process for doing that right now, and so I think we are 
on a collision course with a real problem if we do not deal with 
that, and I would love to hear your thoughts. 

Secretary Geithner. Senator, I completely agree with you, and 
I share the deep sense of distrust and anger and outrage that has 
been created by the cumulative judgments of those firms and the 
boards of directors. And as I said in the beginning, I think that 
over a long period of time, compensation just got completely out of 
whack with no appreciate of risk, and we have seen judgments 
made as this crisis intensified that reflected, frankly, no judgment 
about the scale of the damage caused. And our obligation is to try 
to help protect the people who behaved responsibly through this 
crisis from being excessively damaged by the actions of those who 
were less responsible. And compensation is at the heart of that, 
and one of the most important things we have to do going forward 
is try to make sure we fix that system so the incentives are not 
so distorted again. 

Now, you are raising a very important and 

Senator Whitehouse. Focus for a second on the looking-back 
part. 
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Secretary Geithner. Yes, I am coming to that. You are raising 
a very important complicated thing. You are right, it is going to be 
hard to do. In the proposals the President laid out last week, we 
put some tough things in there that help mitigate that risk in cir- 
cumstances where there was clearly misleading fraud in the insti- 
tution. We are open to looking at ways we can do more. 

I know you know the sensitivity and complexity of doing that, 
but I appreciate the problem, and I agree with you that our overall 
credibility and our ability to help solve these problems and the oth- 
ers will depend on how we respond to this here. Happy to work 
with you on it, listen to ideas. I do not think it is going to be easy, 
though. 

Senator Whitehouse. Thank you. 

Chairman Conrad. Senator Murray. 

Senator Murray. Thank you very much, Mr. Secretary. We have 
heard the words “credibility” and “confidence” thrown around a lot 
here, and I do not think that is surprising. From my perspective, 
the efforts that have been made so far to strengthen our banks and 
unfreeze the credit markets and stabilize this housing market have 
really failed to generate any confidence with the American people 
or with the markets. And I agree with the statement that you 
made yesterday that the American people have sort of lost faith in 
the leaders of our financial institutions, and they are skeptical that 
the Government has used taxpayer money wisely so far that it will 
not really benefit them as taxpayers. 

Beginning way back with Bear Stearns, we saw that the strategy 
that was orchestrated and executed by the Treasury was just a 
patchwork of programs and seemed to a lot of people arbitrary and 
sort of reactive. And when Secretary Paulson initially proposed the 
TARP, his focus very clearly was to remove toxic assets from the 
balance sheets of the banks, and it was not 10 days later after we 
approved it that the strategy shifted to capital injections and 
pivoted away from specific proposals, back and forth, and I think 
that really has eroded, you know, the public confidence and our 
confidence and the market’s confidence. 

I have to say I think the American people understand the mag- 
nitude of this problem. But I think what they do not understand 
is what the heck we are doing. And you have now put forward a 
new proposal, and I am trying to understand it, but I understand 
what all of us are saying to you today, and I would like you to ex- 
plain to us why you think that this latest plan is prudent, fiscally 
responsible, and we are not going to change our mind in 10 days. 

Secretary Geithner. Because we have laid out a broad program 
of initiatives that get at the core weaknesses in our system, all of 
them, not just one of them; because we are clearly committed to 
help strengthening banks, because without banks that are pre- 
pared to lend, you are not going to have recovery strong enough. 
We are going to help that process by bringing not just more realism 
and disclosure to the exposures on bank balance sheets, but 
through a program of, again, not just capital but a program that 
provides Government capital to leverage private financing to help 
get those markets working again. And as I said, we are going to 
go around banks to help get at those markets that are critical to 
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reviving markets for small business lending, for consumer lending, 
and other markets where we think the return is greater. 

Now, that has to come with action on the housing front, as I said, 
and by moving together on all those fronts and by trying to be as 
forceful as possible, I believe that offers the best prospect of trying 
to repair this system more quickly. 

Now, there are aspects of this that are going to have to adapt 
over time, but we are going to move on all those fronts, not individ- 
ually, and that alongside stimulus gives us a much better prospect 
of arresting this and have the financial system in a position where 
it is supporting not working against recovery. 

Now, I understand how hard it is for people to grasp — I under- 
stand the desire for details on how exactly we are going to do that, 
and we are going to provide those details in a way people can as- 
sess as we refine these plans. But as I said, I am going to be very 
careful not to put you in the position and put us in the position 
where we are shifting strategy, looking over here at one point, ig- 
noring what is over here. We want to do it all together. 

You know, it is not going to be easy. It is going to be messy. It 
is going to be uneven. 

Senator Murray. We sort of wanted you to do the miracle over- 
night thing here. 

Secretary Geithner. I would like nothing better than to offer to 
be able to do that, but I cannot do that. I think you are aware of 
that. But we are going to do it to the best of our ability, and we 
are going to keep at it until we fix it. 

The most important thing we can do together is make sure that 
the world understands and the American people understand that 
we are going to keep at it, and we are going to do what is nec- 
essary. We are going to be prudent and careful, but ultimately it 
will be more effective, it will be cheaper to the taxpayer, it will 
cause less damage to the American productive capacity if we move 
forcefully on all those fronts together. 

Senator Murray. What if we just were to do the stimulus and 
nothing else? 

Secretary Geithner. Then the stimulus itself would be much less 
powerful. You are going to have the system, again, you know, push- 
ing against recovery. You are going to have a deeper, more pro- 
tracted recession. Unemployment will be higher. Hundreds of thou- 
sands more businesses will fail because of that. So it is absolutely 
essential not just to do very forceful recovery act programs for jobs 
and investment, but to do things that fix housing and get the fi- 
nancial system better. And it is not going to take — you know, it is 
not going to happen in weeks and months. It is going to take a sus- 
tained commitment and effort to do it. 

Again, I want to just end on two points. I have tremendous re- 
spect for my predecessor. He did some very difficult, hard things. 
He did make judgments different than what I would have made 
and any of us might have made, but we did not stand in his shoes. 
And this country did not come into this crisis with an adequate set 
of resources and authorities to help respond, and that put us in the 
position as a country where we were chasing this crisis late to have 
the tools and ability to do it. 
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Very important that we do not make that mistake again, and, 
again, I want to emphasize again that this is hard because of the 
scale of the weakness we are seeing across the economy. And as 
those pressures deepen, the pressure on the financial system inten- 
sifies and these two things reinforce each other, and arresting that 
spiral has to be the dominant objective of policy. 

Senator Murray. OK. Well, really quickly, Mr. Chairman, the 
taxpayers are holding the burden on this. Are any of your proposals 
going to require those banks or institutions to replace their current 
management? 

Secretary Geithner. Senator, where we have done that already, 
where we think that is necessary to protect the taxpayer and get 
better outcomes, we will do that. But we have got to make a careful 
judgment, again, what is going to end up with the best outcome for 
the taxpayer and the best outcome for the overall economy. And we 
will make that judgment where we see it. 

Senator Murray. OK. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator. 

Let me go back to a couple of things that, for the purposes of this 
Committee, are critically important for our functioning. In the 
TARP, there is, as I calculate it, $313 billion remaining. You take 
out the $50 billion that is committed to housing; that leave $263 
billion. By all accounts in terms of the testimony before this Com- 
mittee by some of the most respected economic analysts in the 
country, that is not going to be sufficient to deal with the financial 
sector. 

You have been very careful here today not to provide more detail 
with respect to additional costs. I am not going to press you today, 
but I want to give you a fair heads up that this Committee, it is 
incumbent that you very soon help us understand if additional 
funds are going to be needed and in what amount. Can you give 
us any idea today when you might have greater clarity with respect 
to the costs of dealing with not only the financial sector but the 
housing sector? 

Secretary Geithner. Senator, we will do it as quickly as we can. 
Part of why we are being careful is we need to assess the overall 
needs, which is the process underway, the supervisory undertaking. 
Part of it depends on how we design these facilities to make sure 
we are leveraging every dollar of public capital to get the maximum 
benefit. And as we go through that process, we will be in a better 
position, and we will do it as soon as possible. I completely under- 
stand — 

Chairman Conrad. Can you give me some — here is the very 
practical problem we have got. The very practical problem we have 
got is we have got to produce a budget for our colleagues in the 
next several weeks. And, you know, we have been through a cir- 
cumstance in which we had these magic asterisks for the war, and 
the previous administration would tell us, well, we cannot tell you 
how much that is going to be, and they would put in zero. That is 
not going to work. We cannot put in — we knew the right answer 
was not zero about the war, and I do not believe the right answer 
is zero with respect to the housing crisis and the financial sector. 
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Can you give us any greater clarity on when you might have a 
better idea? 

Secretary Geithner. Well, we are going to move forward very 
quickly to come out with detailed design elements on these pro- 
posals I outlined yesterday. We expect to be able to do that over 
the next several weeks. And that will at least give you a sense of 
how we plan to use the existing authority we have, and that will 
give everyone a sense to look at what those ultimate risks will be, 
and that will give us something at the beginning of the process for 
looking at whether we need to go beyond that and when. 

I think it is important to point out that even those crises in his- 
tory that were handled well and we look back with affection and 
admiration for how quickly and decisively they were, you know, 
they came in waves because — not because people were being too 
tentative, just because, you know, realistically you will not know 
with full clarity. So we face that basic tension of reality and will — 
but completely understand your imperative, and we share it, and 
we will move as quickly as we can. 

Chairman Conrad. Well, I appreciate that. Let me go to some- 
thing else that is of great concern to this Committee, and that is 
the unsustainable course that we are on as a Nation. We saw a 
doubling of the debt in the previous administration. We now look 
ahead and see the potential for another doubling of the debt within 
a debt approaching 100 percent of gross domestic product, looking 
at the gross debt, 100 percent of gross domestic product by the end 
of this 8 years. And we have got the baby-boom generation, and 
that is not an estimate. They have been born. They are alive today. 
They are going to retire. They are eligible for Social Security and 
Medicare. 

The President has called for a fiscal responsibility summit, and 
he is talking about doing that sometime this month. My own belief 
is — Senator Gregg and I have come forward with a proposal of a 
task force, bipartisan in make-up, with everything on the table, 
with the assurance that the product of the deliberations of that 
task force would actually come to a vote. 

Now, I will be clear. There are members here, there are other 
committees, who strongly resist that approach. They want to go 
through what is called the “regular order.” We have had detailed 
testimony before this Committee, including former Chief of Staff of 
the President of the United States Leon Panetta and many others 
have said, “You wait for regular order, you are going to be waiting 
a long time.” 

The problem with regular order is we are in silos. Frankly, I 
think that is part of the problem with the design of the economic 
recovery package. You have got appropriators working in their 
standard approach. You have got the Finance Committee, Ways 
and Means Committee. You know, unless you bring it all together, 
not only for the committees of Congress but for the American peo- 
ple, you lack the sense of urgency that is needed to actually reach 
conclusion on what to do. 

Can you tell me what your basic disposition is with respect to 
taking on these long-term imbalances that represent not only the 
entitlements but also the revenue system of the country, the need 
for tax reform? 
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Secretary Geithner. Senator, the President shares and I person- 
ally share your judgment about the imperative, and it is going to 
require a different approach if we are going to solve that. And we 
are going to work with you in designing a process that offers the 
best prospect of bringing recommendations and judgments quickly, 
commensurate with the urgency of the problem and the scale of the 
challenges, so that we can, again, improve confidence that the 
American people are going to make these judgments going forward. 
And it is going to require a fundamental change in approach be- 
cause I do not see realistically how we are going to get there 
through the existing mechanisms. 

Obviously, you have put out a creative proposal for how to do 
this in terms of process. I know the President has talked to you 
personally about this. A lot of people in the President’s — and I have 
been looking at this and other alternatives. He is going to try to 
bring people together and find a process that works. But I abso- 
lutely share your commitment to it, and it is going to require — you 
know, these things are not just driven by demographics. As you 
know, they are driven by what is happening to health care costs, 
and we are going to have to look at a comprehensive approach not 
just with discipline on the medium-term budget and a set of rules 
and disciplines on budget process to enforce that, but we are going 
to have to start a process sooner that helps deal with the longer- 
term challenges you laid out. Completely agree with that, and I 
think it is going to be critical to the success of recovery, too, be- 
cause, again, if people do not believe that we are going to have the 
will and the ability to walk this back and address these longer- 
term challenges, then our efforts will be less effective. They will be- 
come less confident. As you said at the beginning, people will save 
more because an expectation that there are commitments ahead 
that we have not been able to meet. 

Chairman Conrad. We had testimony before this Committee by 
Allen Sinai, whom I think you know well, one of the more re- 
spected economists in the country. He told this Committee very 
clearly, “If you do not deal with the long-term imbalances, our 
country is going to look like a Banana Republic.” Now, he said — 
this is a caricature of a response, but he said the harsh reality is 
if you look at the bow wave and the buildup of debt, the increasing 
need to finance that debt abroad — last year, of all the new debt 
issued by our country, 68 percent was financed by foreign entities. 
I mean, if this is not a warning signal to us that we are on an 
unsustainable course — and, by the way, we have had Mr. Orszag, 
who is now the Director of the Office of Management and Budget 
for this administration, he sat right where you are sitting and told 
us a year ago it is unsustainable. We have had every Secretary of 
the Treasury of the last three sit there and tell us we are on an 
unsustainable course. We have had the head of the General Ac- 
counting Office, Mr. Walker, tell us we are on an unsustainable 
course. We have had economists of every philosophical stripe sit at 
that table and tell us we are on an unsustainable course. And I be- 
lieve it. And I personally do not want to be part of any papering 
over or slipping by or not facing up to — I have been here 22 years, 
and I do not want to be part of not facing up to what I believe is 
a fundamental threat to the economic security of the country. 
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So I very much welcome your offer of working together. I think 
it is imperative that we do. I want to invite you back to the Com- 
mittee when you have greater clarity with respect to any short- 
term additional costs we are going to face with respect to recovery, 
assistance to the financial sector and housing, and I very much will 
want you to come back and talk to us about these long-term proc- 
esses. 

Senator Gregg, who is now, as you know, up for consideration for 
Commerce Secretary, and I concluded several years ago you have 
got to have a process. If you lead with policy, you are dead here. 
You are dead here. You have got to have a process that leads to 
a policy and a policy that can get voted on. If we do anything else, 
I think history shows us very clearly just forget it, because if you 
lead with policy in this town, every special interest group in this 
country will be knocking down the doors of our colleagues. 

So, with that bit of wisdom, I will turn it over to Senator Ses- 
sions. 

Secretary Geithner. Senator, could I just say that I agree com- 
pletely with everything you said, but can I bring a tinge of opti- 
mism? We are 

Senator Sessions. Good. I am looking forward to that. Our Budg- 
et Director for a while was named Mr. Sunshine. 

[Laughter.] 

Secretary Geithner. As I said, I think there is more reassurance 
and candor than there is in its absence. But, you know, we are a 
strong country. This is about will, not ability. And throughout our 
history, when we face challenges like this, we have acted together 
to lay out a path out of it. And that is why we are as strong as 
we are today, and we have a history of — because when faced with 
a crisis, we have acted to fix it. And people want to see us do that. 
And I think the world is watching, and they want to see us come 
together and do that. And cannot do it — Treasury cannot do it 
alone. The President cannot do it alone. It requires the Congress 
together, and I think your basic instinct, of course, is right that it 
is going to require a change in approach. 

Chairman Conrad. You know, this is exactly what I tell audi- 
ences back home because, look, the news is tough. It is tough. We 
know we are in a tough economic circumstance now. We know that 
we are on an unsustainable course. But if you look back at the his- 
tory of this country, the challenges that the people of this country 
have overcome, whether it was World War II, the Great Depres- 
sion, all the other conflicts that we have faced, over and over this 
country has risen to the challenge. And it will again. It will again. 
But it needs leadership. It does need an optimistic outlook and an 
understanding that we can do this. And we can. 

But to do it, we have got to be honest with people about the di- 
mensions of the problem, and we have to act. And I especially wel- 
come what you have said here today. This is not for some timid re- 
sponse. This requires strong action, determined action, and it is im- 
perative we get it right. 

Senator Sessions. 

Senator Sessions. Thank you, Mr. Chairman. You have been at 
this for several years now, and I do not think that there is anyone 
who more deeply understands it. Your leadership in getting us 
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through this difficult time is going to be critical, and you can be 
sure that on most matters you suggest, you will find a very enthu- 
siastic supporter in me. And in the commission idea, I also believe 
we have got to do that, and hopefully we can make progress on it. 

I just want to say a couple of things that really trouble me. The 
budget deficit from 2004 to 2007 had fallen from about $400 billion 
to $161 billion. Then President Bush sent out $163 billion in 
checks. That helped jump the budget deficit last year to $455 bil- 
lion. Well, that is just 455. But that is the largest deficit we have 
had in the history of the Republic, the largest not in terms of GDP 
but in real dollars adjusted for inflation. So that is a huge, huge 
number. 

This year, Mr. Geithner, it will be $1.5 trillion, according to 
CBO. They are scoring without the stimulus plan the budget deficit 
to be $1.2 trillion. When you add in the amount of money that will 
be spent out of the stimulus they are estimating about $1.4 to $1.5 
trillion — that is three times the largest amount in history. And 
President Obama said to us in conference and he said to the Demo- 
crats and publicly that he understands we have a systemic prob- 
lem, and I agree, and that we need a long-term solution. And he 
is saying things that seem to support Senator Conrad’s idea of 
thinking tough about the future. 

First of all, I want to say that he will never, ever save $800 bil- 
lion we spent yesterday when we passed that bill. Not in his 8 
years, if he stays in office 8 years, I do not believe you can cut enti- 
tlements, Medicare, Medicaid, $800 billion. That money is out the 
door. It is going to increase the deficit by $1.2 trillion scored over 
the 10-year budget window. So I just want to say that. 

One writer wrote a book in 2006 and predicted the financial 
housing collapse, used a word about economies and countries when 
they collapse, he said they “invoke the old verities while doing just 
the opposite.” We talk about balancing the budget. We talk about 
sound dollars. But the policy we have got in place here to fix it is 
not consistent with the ideal policies we want to have. 

Now, you are saying we have got to do it in the short run be- 
cause the crisis is so severe. I understand that. But I know — and 
I think you know — we are spending more money, and in the long 
run we ought to be spending less. And that is a problem. 

You indicated earlier that we did not come to this crisis with the 
tools and resources to respond effectively. My belief is that the bet- 
ter thing to have done would be not to have allowed it to happen, 
to have prevented it. Senator Conrad and I believe Senator Isakson 
proposed in this stimulus bill that we have something like a 9/11 
Commission so as the matter cools off and the American people are 
looking at it we can figure out, what mistakes did we make, how 
could they be avoided in the future. But, unfortunately, that pro- 
posal was not accepted. So maybe somehow we can get this done, 
but I really believe it is important for all of us to honestly know. 

Now, you said maybe last summer you saw real trouble ahead. 
Is that right? 

Secretary Geithner. Senator, this crisis began really in August 
of 2007. You could see the early signs of it happening 9 months be- 
fore that. And I was a very aggressive supporter of action back 
then to move to address this, and the things that I was responsible 
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for help shaping them, if you look back at them, they did move 
very aggressively. 

Now, the central bank 

Senator Sessions. We do not want to throw blame, but I think 
it is important for you to have your say about that. So you saw 
some things that could have been done sooner. 

Secretary Geithner. Absolutely. But I think you are exactly 
right that the critical challenge is to make sure that we have a sys- 
tem, we build a system that is less prone to future crises, and to 
do that you cannot just rely on having better authority to manage 
the crisis when it happens. You have to have much better dis- 
ciplines and constraints in place ahead of time. And there were sys- 
temic failures in our process, including by supervisors and regu- 
lators, and although I did, with my colleagues in the Fed, a lot of 
effective things in the years leading up to this crisis to try to con- 
tain the damage, those efforts did not have enough traction. I will 
say that honestly to you today, and across the system more could 
have been done in advance. 

I completely agree with what you said about the importance of 
there being a brutally honest, careful, independent assessment of 
what those weaknesses are. I think just to use the word again 
about credibility, I think that one of the strengths of our country 
and a critical test of credible institutions is: Are people willing to 
allow there to be an independent assessment of what those failures 
are? And there have been already a number of independent efforts 
done to do that, but I think more will have to happen, including 
those focused on what happened in supervision. That is a necessary 
basis for trying to make sure that we come to you with a set of re- 
forms that will prevent this from happening in the future. 

I just want to come back again to where you began, which is that 
we are starting with this deep fiscal hole, $1.2 trillion. And I know 
people are skeptical we have the will to gather this going forward. 
But we have to spend more now in order to improve the prospects 
we are going to be spending less later. 

There is no way this will solve itself on its own. These things can 
only be solved by governments acting to help stimulate jobs and 
stimulate private investment and help get the financial system 
working again. And so the best conservative, prudent way, fiscally 
responsible way to go forward will require necessarily additional 
spending and tax cuts now if we are going to solve this. 

I do not think there is any way through it, and I think that is 
the responsible path to proceed, because, again, if we do not do 
that, we are going to face more damage to our productive capacity. 
We will be growing more slowly in the future. Recovery will be de- 
layed, the recession much deeper. Human cost damage will be 
much more profound, and we will be in a much poorer position to 
address those long-term challenges that are going to be so impor- 
tant. 

So it is hard to say it, but it is true. And I do not think there 
is a better path forward, again, than to try to be forceful now. I 
think that is the more prudent path. 

Senator Sessions. But the Congressional Budget Office, our 
Budget Office, has given us a grim but I think honest analysis. 
They say that the stimulus package we are passing right now, are 
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in the process, would provide benefit to the economy for 2 to 3 
years, but over a 10-year period, because of crowding out of private 
borrowing and increased interest debt payments that we are going 
to have to make over that period of time, they score it as a net loss 
to GDP over 10 years. And we know the next 10 years, where we 
will be having probably a $400 billion interest payment on that 
debt, and the stimulus long since having been passed, so the ques- 
tion is: Is this a smart targeted bill? Nobel Prize Laureate Gary 
Becker wrote yesterday, he thought the stimulus was pretty low in 
the bill and was critical of it. 

So I just want to say there is no money to waste, and we are 
going to carry — our children will carry this debt. Every dollar needs 
to be wisely spent, and I appreciate the difficulty you are in. Keep 
the cost as low as possible and do us some good. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator. Thank you Mr. Sec- 
retary. Thank you for being here today. Thank you for your testi- 
mony. I think hopefully this will help the American people under- 
stand the course and the direction that we are on and that there 
is going to be not just one step — I think it is very important the 
American people know with great clarity that this is not going to 
be solved with one step. There are going to have to be many signifi- 
cant steps taken for us to be rebuilding for recovery, and we can 
do it, but it is going to take real effort. And all of us are going to 
have to pull together. That was your message here today. It is a 
good message. 

Senator Sessions. Mr. Chairman, could I correct one thing? 

Chairman Conrad. Yes, sir. 

Senator Sessions. I said there would be a negative GDP. What 
the report said was that GDP would be lower over the 10-year pe- 
riod if the stimulus bill passes than if it would not have passed. 

Secretary Geithner. Senator, I just want to respond to that. I 
will look at the details of the report, but I do not think that is 
right, and ultimately what happens to the economy over time de- 
pends on what we do going forward to revenues and expenditures 
to bring our resources and commitments more into balance. 

Now, if we did nothing except pass stimulus, then you are right. 
We are going to be living with a deeper burden over time, which 
will put some broader weight in the economy. That is why it is 
going to be so important to follow the recovery act with a budget 
and a budget process that not just gets that medium-term deficit 
down over time to a level that is sustainable, but that we begin 
this process soon of working together on the design of a strategy 
to help address those long-term problems. But it really depends on 
what we do going forward, and so I do not think it is right to say 
that growth will be lower in the future if we did nothing — it will 
be higher in the future if we did nothing today. That cannot be the 
case. I am certain of the fact that if we do not act today, growth 
will be lower in the future, and dramatically lower in the future. 

Senator Sessions. Over 10 years is what they say, Mr. Geithner, 
and they crunched the numbers. I assume you have not personally 
crunched the numbers on that. 

Secretary Geithner. We will be 
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Senator Sessions. Well, let me just ask this. When you borrow 
$800 billion and interest over that 10-year period will make it $1.2 
trillion, and you take that much money out of the sector, it crowds 
out other borrowing — would you not agree? — which has a detri- 
mental effect on the economy. And you have to pay an interest 
charge of $347 billion over that 10 years. So there are costs. Noth- 
ing free here. 

Secretary Geithner. Absolutely. 

Senator Sessions. The cost of stimulating the economy today has 
a long-term cost in the future. 

Secretary Geithner. Well, recovery today will produce more 
growth not just in the near term, but in the future. But addressing 
the challenge and the concern you just laid out, which is very im- 
portant, requires that we follow the recovery act with a plan to 
bring our resources more in line with — so we are living within our 
means sustainably. And if we do not do that, you are absolutely 
right, we will be living with higher interest costs, greater burdens 
on Americans, and that will work against growth in the future. But 
that is just making the point which I completely agree with, and 
you have shown great leadership on these questions, too, that we 
move quickly to lay out what that path is with a credible process 
and commitments for achieving it. It will be critical to broader con- 
fidence in our programs. 

Chairman Conrad. Thank you again, and thanks to all mem- 
bers. We had very good participation today. I am glad everybody, 
virtually everybody had a chance to get their questions addressed. 
And, again, Mr. Secretary, thank you very much for your patience 
here today and for, I think, the important message you delivered. 

Secretary Geithner. It is a privilege to be here. I look forward 
to doing it again and again. 

Chairman Conrad. And again. 

Secretary Geithner. And again. 

[Laughter.] 

Chairman Conrad. OK. We will stand in adjournment. 

[Whereupon, at 12:19 p.m., the Committee was adjourned.] 
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Statement for the Record 
Of Senator Michael B. Enzi (R-WY) 

“Policies to Address the Crises in Financial and Housing Markets” 
02 / 11/09 

Senate Committee on the Budget 


Thank you Mr. Chairman. I apologize to you and my colleagues if 
I sound a bit hoarse today, but I've been shouting from the well of 
the Senate since last fall that we need to address the housing and 
financial markets first if we have any hope of emerging from this 
economic crisis. The trillion dollar stimulus bill that passed the 
Senate yesterday has no chance for success if we can’t get these 
two sectors of our economy working again so I’m pleased we’re 
finally sitting down to discuss real ideas. 

Treasury's new proposal to bailout our financial sector was 
crafted by officials within President Obama’s Administration over 
the last month. But the details of this plan were not released until 

yesterday. Some details are still lacking. I expect some changes 

1 



548 


must be done legislatively, especially pertaining to the foreclosure 
crisis. I also expect you, Secretary Geithner, and President 
Obama to return to Capitol Hill to ask for more money in the near 
future. I intend to use that opportunity to assess the proposed 
program and address major problems with the current process. 

Congress must be kept informed about the actions taken by the 
Treasury. So far the TARP, under Treasury, and the Federal 
Reserve’s use of the discount window and lending facilities have 
been subject to a murky rulemaking process. Trillions of dollars in 
guarantees and billions more in direct investment have been 
made by the federal government with little input from people 
outside the Treasury and Federal Reserve. A Bloomberg article 
from Monday quoted the federal government’s commitment to the 
financial crisis, through spending and federal guarantees, at S9.7 
trillion. The truth is that no one knows exactly how much money 
has already been spent, and that must change. I am encouraged 
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by your proposal of stronger oversight and a public website to 
disperse information about your progress. But we don’t need talk, 
statements, promises. We need actual details. The American 
people need to know where their money is going. 

Any additional financial commitments must be wisely spent. 
Elizabeth Warren, chair of the Congressional Oversight Panel for 
the TARP, stated last week that the Treasury overpaid for bank 
assets with the first tranche of TARP funds by $78 billion. This is 
unacceptable. Treasury unintentionally subsidized banks for 
their investment by 30% and, in doing so, exposed taxpayers to 
liability not intended by Congress. Secretary Geithner, market 
analysts say that you could need up to $3 trillion more to get the 
"toxic” assets off of banks’ balance sheets. Whether you ask 
Congress for a $1 trillion dollars or $1 dollar, that money must be 
accounted for and taxpayers must be protected from the growing 
liability of this program. 
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Ensuring that the taxpayers get what they pay for means Treasury 
must adequately price these bad assets in the market. Despite 
rhetoric to the contrary, pricing toxic assets is possible, and was 
actually done for assets held by Wachovia, Indymac, and others. 
The problem is that banks just do not want to sell at such a steep 
loss. Well, it is time everyone face economic reality. 

I would like to enter into the record an article from the Febrary 3, 
2009 edition of the Wall Street Journal written by Mr. Robert 
Pozen. In it, Mr. Pozen argues that the Treasury should take a 
discount in the purchase of toxic assets, provide banks with 
capital certificates equal to the difference between the discount 
and the estimated current value of the asset, and allow both the 
banks and the taxpayer to share in any profits from a future sale. 
This plan provides an incentive for banks to sell their assets and 
protects taxpayers from any long-term liability. I think this idea is 
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worthy of consideration and I would appreciate the Secretary’s 
thoughts on it. 

I am encouraged by Treasury’s push to attract more private 
investment. Providing incentives for private investment in the 
housing and financial markets is the only way we can get our 
economic machine running at full speed again. However, you 
have provided no details about this plan. We need to hear more. 

While I was a member of the Senate Banking Committee, I 
worked on the Terrorism Risk Insurance Act, a bill to temporarily 
subsidize terrorism insurance rates after 9-1 1 . Unfortunately, 
TRIA had the effect of driving out all private investment 
permanently. TRIA has become a permanent fixture in the 
market, and the taxpayer shoulders that liability. Secretary 
Geithner, I strongly urge you to take the lessons of TRIA to heart. 
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The end game of a federal bailout must be a return to a fully- 
functioning, private market. 

Treasury must improve the administration of the TARP program 
and how taxpayer dollars are invested in our weakened financial 
sector. Banks must get over their fear of selling overvalued 
assets at a loss, and Treasury must work harder to incentivize 
private investment back into the marketplace. Secretary 
Geithner, I would like to hear details about your strategy for 
accomplishing this. 
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THE PRESIDENT’S FISCAL YEAR 2010 BUDGET 

PROPOSAL 

TUESDAY, MARCH 10, 2009 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The committee met, pursuant to notice, at 2:29 p.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, chair- 
man of the committee, presiding. 

Present: Senators Conrad, Murray, Wyden, Feingold, Stabenow, 
Cardin, Sanders, Whitehouse, Warner, Merkley, Gregg, Sessions, 
Graham, and Alexander. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. First of all, I want to thank everybody for 
having this bit of a hiatus between when we had first scheduled 
the hearing and today and look forward to the opportunity to hear 
from the President’s Budget Director. 

I think we should remember what President Obama is inher- 
iting: Record deficits, a doubling of the national debt in the pre- 
vious 8 years, the worst recession since the Great Depression, fi- 
nancial market and housing crises unparalleled since the 1930’s, 
3.3 million jobs lost in the last 6 months, and ongoing wars in Iraq 
and Afghanistan. I tried to put myself in the shoes of the President 
and think what he must feel day after day when confronting these 
various crises. It must truly be daunting. 
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What President Obama 
is inheriting 

• Record deficits, doubling of national debt 

• Worst recession since Great Depression 

• Financial market and housing crises 

• 3.3 million jobs lost in last six months 

• Ongoing wars in Iraq and Afghanistan 


With that, the Obama budget has a number of, I think, key im- 
provements, more transparency, accounting for war costs pre- 
viously unaccounted for, some important priorities, especially in en- 
ergy and education and health care, and cutting the deficit in half, 
albeit from these very high levels as a result of the economic down- 
turn. 


Obama Budget Has Key 
Improvements Over Bush Budgets 

• More transparency, accounts for 
war costs 

• Better priorities - key investments 
in energy, education, health care 

• Cuts deficit in half 


This next chart shows the path of the deficit over the first 5 
years of the President’s budget, and you can see it more than cuts 
the deficit in half from its peak of this year. 
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The President has also committed to paying for health reform. 
He said this at the White House Health Summit on March 5: “We 
have also set aside in our budget a health care reserve fund to fi- 
nance comprehensive reform. I know that more will be required, 
but this is a significant downpayment that’s fully paid for and does 
not add one penny to the deficit.” 
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Let me go to the next slide, if I can, with respect to the question 
of whether this budget is tax increases or tax cuts, because it de- 
pends very much what you have as the starting point. The Con- 
gressional Budget Office, which we follow, will use as its starting 
point the budget baseline based on current law. Looking at it from 
that perspective, they will say that this budget has more than a $2 
trillion tax cut. They will get to that result by looking at the exten- 
sion of the 2001 and 2003 tax cuts for those earning under 
$250,000 a year and they will score that as a $2 trillion tax cut. 


Other provisions in the President’s budget, including Making 
Work Pay and other tax incentives for individuals and businesses 
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will account for another $940 billion of tax reduction. The Alter- 
native Minimum Tax relief contained in the President’s proposal 
will score at roughly $576 billion of tax relief. 

On the other side of the ledger will be the cap and trade pro- 
posal, costing some $646 billion, various loophole closures and 
international reforms, raising $353 billion, and then the limitation 
on the itemized deduction, raising $318 billion. And you net it all 
out and CBO would say there is a tax reduction here of over $2 
trillion. 

One of the issues that we are going to want to discuss today is 
the question of forecasts and the economics behind the forecast. 
Looking at OMB’s forecasts of the unemployment rate, for example, 
comparing it to the blue chip for 2009 and 2010, for 2009 OMB is 
forecasting an unemployment rate of 8.1 percent, the blue chip 
forecasters 8.6 percent, and for 2010, OMB is forecasting 7.9 per- 
cent rate of unemployment, the blue chip forecasters 9.1 percent. 
There is obviously a question of how much of the stimulus is in- 
cluded in the blue chip forecast. We know it is included in the 
OMB forecast. Because of the way the blue chip forecasts are made, 
I don’t think we can know for certain because it is an aggregation 
of forecasts of individual forecasters. Some have no doubt included 
the stimulus, others perhaps not. 
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With respect to real Gross Domestic Product growth, or GDP 
growth, OMB is forecasting a contracting economy of 1.2 percent in 
2009, the blue chip somewhat more pessimistic at 2.6 percent. And 
then in 2010, OMB is forecasting 3.2 percent and the blue chip 1.9 
percent. 
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OMB vs. Blue Chip Forecasts 
of Rea! GDP Growth 


Sources- OMB. Blue Chip Economic indicators* (March 10. 2009); 


Next, looking at the gross debt as a percentage of GDP, we can 
see that gross debt is jumping very dramatically in this period, 
ending 2007, 2008, 2009, 2010, a very dramatic increase, which you 
would expect as a result of the steep economic decline. And then 
a flattening out through 2019 at about 101 percent of GDP. This 
is the area which is of significant concern to some of us. I would 
give the President pretty high marks on his budget the first 5 
years, especially given these incredibly difficult times. My greatest 
concern is the second 5 years and what can we do to bend this debt 
curve, because I am concerned it is an unsustainable level of debt. 
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Finally, the President has said that same thing. At the Fiscal Re- 
sponsibility Summit on February 23, he said, and I quote, “I want 
to be very clear. While we are making important progress toward 
fiscal responsibility this year in this budget, this is just the begin- 
ning. In the coming years, we will be forced to make more tough 
choices and do much more to address our long-term challenges.” I 
agree entirely with that sentiment and hopefully we will hear more 
from the Budget Director on what the President intends to do to 
address those longer-term aspirations. 






With that, I want to again welcome Dr. Orszag to the committee 
as the head of the President’s Office of Management and Budget. 
We worked very well with him in his previous position as Director 
of the Congressional Budget Office. We are sorry to lose him from 
that position of responsibility, but we are delighted that the Presi- 
dent is fortunate to have his good counsel. 

Senator Gregg. 

OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman. I am glad to see you 
back. I hope you are feeling well, and it is good to see you have 
recovered, and it is nice to have Dr. Orszag here. 

Obviously, we have some different views on this budget, but we 
do have some things we agree on. I appreciate the Chairman say- 
ing that in the second 5 years of this budget, the debt levels are 
unsustainable, because they are, and the cost of this budget is 
unsustainable and the tax burden is unsustainable. The Chairman 
didn’t say that. I added the second two categories. The budget, on 
balance, spends too much, taxes too much, and borrows too much. 
It is that simple. 

We do not argue — I do not argue, at least — with the fact that we 
are in a severe economic downturn. We all know that, and people’s 
jobs are at risk and people are worried about tomorrow, paying the 
bills for tomorrow and there is great angst, and rightly so, and 
many people suffering hard times, and therefore the government 
has had to step up with a massive injection, historic injection of li- 
quidity to try to move the markets and move the economy forward, 
and that has cost money in the short-run and we accept that. 

The problem is that that effort to try to stabilize the economy 
has been used as a straw dog for the purposes of expanding the 
size of the government in the out years exponentially, moving it to 
the left in a way that has never been projected or seen before, 
should it be successful. 
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The budget proposes about $1.4 trillion in next taxes over the 
next 10 years, about $725 billion in new discretionary spending, 
about $1.2 trillion in new mandatory spending, and virtually no 
savings. 

The practical implications of that is that unlike during the years 
of President Clinton’s first term in office, when he proposed a 
major tax increase, as this budget does, and I think it is a bit of 
Wizard-of-Oz politics to claim there isn’t a major tax increase in 
this bill, because there is and the people who are going to pay the 
national sales tax on their energy bills are going to feel it, and the 
people who are going to pay a 42 percent effective rate on their in- 
come are going to feel it, small business people especially, but he 
used those revenues for the most part to reduce the deficit in con- 
junction with a Republican Congress at the time that pushed the 
government in that direction. This massive expansion in revenues, 
however, is going to be used to massively expand the size of the 
government. 

It doubles the national debt in 5 years, publicly held debt, this 
budget, and as the Chairman has said, some of that is understand- 
able because of the fact that we have got this severe situation and 
a lot of debt is being run up as a result of that. But remember, 
much of the debt that is being run up in the short term, if it works, 
if the spending works, for example, the TARP works and some of 
the other initiatives work, is actually going to come back to us be- 
cause it is invested funds. But the assumption is that it isn’t going 
to come back to us to be used to reduce the debt. It is going to come 
back and be spent, all these funds coming back to us. So the debt 
triples in 10 years. 

The practical implications of that are staggering for our children. 
We have seen this chart before. All the Presidents, including 
George Bush, since the beginning of our republic will not have run 
up as much debt as this budget will run up in the first period of 
its term. 

The wall of debt, which has been a famous wall around here for 
a long time, jumps astronomically due to 

Chairman Conrad. Do I get any kind of credit for these? 

[Laughter.] 

Senator Gregg. Credited to the Chairman. But the point here is 
this, that this debt, this increases the deficit as a percent. Do we 
have the next one, which shows the debt? I don’t think we have it. 

But this debt in the year 2013 creates a ratio of debt-to-GDP of 
about 67 percent. Historically, we have been around 40 percent. 
When you get up around 67 percent, as many of our witnesses have 
said in this committee, you are creating a situation which is prob- 
ably untenable for our children because of the size of that debt, and 
the deficit maintains itself at approximately 3 percent to 4 percent 
of GDP for as far as the eye can see under this budget. And there 
is no factoring in, really, of what is coming at us in a significant 
way, which is the retirement of the baby boom generation that 
costs entitlements on top of all that. 

So you essentially have set up a scenario here under this budget 
where we will pass on to our children in the very near future, at 
about the end of 4 years from now, a debt-to-GDP ratio which is 
unsustainable and a deficit ratio which is unsustainable. That 
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means our kids are going to have a hard time digging themselves 
out of this hole. 

And I guess our debate with this budget goes to that point. Rath- 
er than doing something in the fourth, fifth, sixth year to bring 
those lines down and bend the debt down as a percent of Gross Na- 
tional Product and significantly bend down the deficits as a percent 
of Gross National Product, this idea that, well, they cut the deficit 
in half, well, if you quadruple the size of the deficit and then you 
cut it in half, what you have done is you have taken four steps 
back and two steps forward. You are still not going forward, and 
that is exactly what this does. 

Rather than bending these numbers down so that we don’t end 
up passing on to our kids a government that is not only 
unsustainable and unaffordable but a debt burden which is going 
to basically limit their capacity to have a high-quality life, what we 
are really doing here is giving them a government that is not sus- 
tainable or affordable. 

And you look at the expansion of this government as proposed in 
the budget and it is really extraordinary. I mean, they are talk- 
ing — the proposal here is to expand in health care and put in place 
$636 billion in new spending, and that is defined as a downpay- 
ment — a downpayment. That is not even considered to be the full 
payment. So let us say it is over $1 trillion of new health care 
spending. That is in an economy that already uses 17 percent of 
its Gross National Product on health care, which is about 5 percent 
higher than the next closest industrialized nation. It isn’t that we 
don’t have enough money in health care in this country in the sys- 
tem, it is that we don’t use it effectively. But what this budget pro- 
poses is to expand the amount of money into health care geometri- 
cally, probably in the anticipation of some sort of nationalization of 
the system. 

The same is done in education, where the entire education ac- 
counts in the student loan area is formally nationalized under the 
proposals. 

So you take this government and you basically explode it in size 
and proportions, both in the tax burden and on the spending side 
of the ledger, while not doing anything — there is no significant ef- 
fort in this proposal to address what is the looming fear that I am 
concerned about, which is the explosion in entitlement costs. No en- 
titlement restraint in here of any significance over the long run. 

And so we end up with a situation where what we are seeing 
here is a budget that is not sustainable for our nation, which ful- 
fills maybe the desires and want of this administration in the area 
of spending, which it expands dramatically, and taxes, which it ex- 
pands dramatically, but it doesn’t address the issue of our kids’ 
concerns because it expands the debt dramatically. 

And again, this is all done under fairly rosy scenarios. I would 
say this is on the Tinkerbell side of rosy scenarios, this budget. 
Look at these numbers here as reflected by the blue chip estimates. 
The budget is making some assumptions which are very much a 
reach — 8.1 percent unemployment when we are already at poten- 
tially 8.2 percent unemployment, growth rates which are much 
higher than anticipated by the blue chips, and tax revenues which 
are much higher than anticipated by the blue chips. 
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So the budget sets up some very significant problems for us as 
a nation, I believe, as we go forward, and it is appropriate that we 
address them. 

Now, there are places where we could cooperate to get some 
things done around here that would actually bend these numbers 
in the out years, and yet we are not doing that. In the entitlement 
accounts, the Republican Leader has said on numerous occasions 
that he is willing to move forward in an aggressive attempt to try 
to bring under control the cost of Social Security as we head into 
the out years, or at least its burden on our children. The same is 
true in health care. There are other places where there could be 
cooperation. 

I respect the administration putting forward, for example, ideas 
in the area of agriculture, limiting agricultural subsidies. But as a 
practical matter, the fundamental philosophy of this budget is an 
expansion of the size of government which isn’t affordable by its 
own definition, because it maintains debt at a level which will es- 
sentially run our country into a position where our children cannot 
afford the cost of the government. 

Thank you, Mr. Chairman. 

Chairman Conrad. Director Orszag, welcome. It is your turn. 

STATEMENT OF HON. PETER R. ORSZAG, DIRECTOR, U.S. 

OFFICE OF MANAGEMENT AND BUDGET 

Mr. Orszag. Thank you very much, Mr. Chairman 

Chairman Conrad. Welcome back. 

Mr. Orszag. — Ranking Member Gregg, members of the com- 
mittee. Thank you for having me. 

I am going to be brief, but let me try to address some of the 
things that were discussed in the opening statements. 

I think we face a key choice. We can continue a path in which 
the theory of the case is that the top marginal tax rate drives eco- 
nomic performance above and beyond any other variable and in 
which market competition is defined by how many — how much sub- 
sidies you can provide to private firms, or we can change course, 
be honest about the fiscal condition that we are facing, invest in 
education, energy, and health care, which, by the way, corporate 
leaders have long identified as being key to our long-term economic 
performance and bringing the budget deficit down. 

This budget includes $2.7 trillion in costs that have been ex- 
cluded from previous budgets. For example, previous budgets have 
tended to assume that there would never again be a hurricane, 
that the Alternative Minimum Tax would take over the tax code, 
that physician payments would be reduced by 20 percent and yet 
Medicare beneficiaries would still somehow have access to their 
doctors. This budget does not play those games. It presents an hon- 
est depiction of the fiscal course that we are on and what we can 
do about it. 

Now, there has been controversy about the economic assump- 
tions. Let me speak to that directly. When the assumptions were 
locked down, they were fully in line with the Congressional Budget 
Office economic projections once the Recovery Act was included in 
the analysis. Since that time, incoming data have suggested a 
worse economic situation inherited by this administration than was 
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thought even at the time when the projections were locked down. 
I don’t think it is constructive to be constantly chasing our tail, re- 
vising assumptions with each new piece of information, especially 
when we have not yet let the Recovery Act — we haven’t given it the 
opportunity to work. The money is just beginning to flow. Let us 
see what happens. 

But as an example, if you take those blue chip numbers that you 
put up, Mr. Chairman, and undertake the analysis of what that 
would do to the budget deficit relative to the projections that we 
use, the answer is that they would raise the budget deficit by 
under 5 percent for this year. So while there would be an impact, 
I think the argument that it dramatically changes the picture, 
given that we were already assuming substantial slowing of the 
economy and a substantial contraction this year, is exaggerated. 

Second 

Chairman Conrad. Is that 5 percent on a $1.8 trillion deficit? 

Mr. Orszag. So roughly $50 billion or so, yes. 

Second, with regard to whether this is a big spending budget, let 
us look at the actual data. For non-defense discretionary spending 
in 2009 as a share of the economy, discretionary spending outside 
of defense will be 4.1 percent of the economy. Under this budget, 
it averages 3.6 percent, and by the end of the projection window, 
3.1 percent, the lowest on record since 1962 and one percent of 
GDP lower than where we are starting. 

With regard to mandatory spending, there is some increase that 
occurs, but that is almost entirely because of the baseline, that is 
because of rising costs associated with an aging population. So, for 
example, under the baseline, between 2012 and 2019, mandatory 
spending goes from 11.9 percent of the economy to 13.2. Under this 
budget, it goes to 13.4, and that reflects, in our opinion, needed in- 
vestments in education and other areas that have been neglected. 
Point-two percent of GDP is not an explosion in government spend- 
ing, especially when non-defense discretionary spending declines by 
much more than that. 

Third, with regard to entitlement spending, I think I have ap- 
peared before this committee over and over again and put up this 
chart, which actually comes from the Congressional Budget Office, 
and I think just looking at it makes the case that our entitlement 
problem is disproportionately focused in Medicare and Medicaid. 
Tackling health care reform is the key thing — you could think it is 
almost obvious from this graph — the key step in addressing our 
long-term fiscal problem. There are other issues that need to be ad- 
dressed, Social Security and the rest of the budget. We do face a 
long-term deficit in Social Security and that will need to be ad- 
dressed. 

But if you look at this chart, I think it is pretty clear that a dis- 
proportionate share of the long-term fiscal problem occurs in health 
care. That is why we want health care reform done this year in a 
way that will reduce costs and improve quality. The $634 billion 
that we put on the table is not a net expansion in overall health 
care spending. In fact, half of it comes from reductions in Medicare 
and Medicaid spending under current law, including $177 billion in 
payments that are made to Medicare Advantage Plans above and 
beyond what they would receive under a competitive process. Medi- 
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care Advantage Plans, which are private insurance plans that cover 
beneficiaries under Medicare, are paid $1,000 more per beneficiary 
than covering the same beneficiary under traditional Medicare. We 
propose changing the system so that they competitively bid for the 
business of Medicare beneficiaries. I think that is a very pro-mar- 
ket and pro-competition step. It saves $177 billion. 

Mr. Chairman, you had asked what the next steps were coming 
out of the Fiscal Responsibility Summit, and as the President men- 
tioned at the end of that summit, we were — and, in fact, I believe 
this went out earlier this week or at the end of last week, but my 
understanding is that the comments that were made at the respon- 
sibility summit have now been circulated for revision and editing. 
We will get that back. We are going to then put that entire docu- 
ment out to the public within 30 days, as the President said, and 
we look forward to working with you on not only the process for- 
ward, but also the specific policy steps that could buildupon, I 
think what was a terrific summit where different perspectives were 
brought together, which is exactly what needs to happen. 

So in summary, I just want to come back and say I do think we 
face a key choice. We have neglected for too long investments in 
education, in energy, and in health care. We have played budget 
gimmicks where we have hidden massive amounts of spending that 
was likely to occur, reflected in the $2.7 trillion that we are includ- 
ing in this budget that would have been excluded from previous 
budgets. And in particular, we have neglected for too long reform- 
ing our health care system and putting it on a sounder track where 
there are substantial opportunities to improve its efficiency, which 
will also have major benefits not only for our long-term budget pic- 
ture, but for State government and for workers, because take-home 
pay is already being reduced to a degree that is unnecessarily large 
and underappreciated. 

And with that, I will turn it back to you, Mr. Chairman, and 
again just look forward to working with you and the rest of the 
committee on these key issues. Thank you. 

[The prepared statement of Mr. Orszag follows:] 
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Testimony of Peter R. Orszag, 

Director of the Office of Management and Budget 
Before the Committee on the Budget, United States Senate 
March 1 0, 2009 

Chairman Conrad, Ranking Member Gregg, and Members of the Committee, thank you for 
giving me the opportimity to discuss the President’s Fiscal Year 2010 Budget 

Executive Summary 

My full written statement delves into the details, but before we turn to those specifics let me step 
back and provide a broader overview of where we stand and where we need to ga. 

When the President took office on January 20th of this year, his Administration inherited an 
economic crisis unlike any we have seen since the Great Depression. Over four million jobs 
were lost over the past 14 months, more than at any time since World War II. From December 
2008 to February 2009 alone, nearly 2 million people lost their jobs. Manufacturing employment 
has hit a 60- year low. Our capital markets are virtually frozen, making it difficult for businesses 
to grow and for families to borrow money to afford a home or college education for their kids. 
Trillions of dollars in wealth have been wiped out, leaving many families with little or nothing as 
they approach their retirement years. 

A central cause of this economic crisis has been a meltdown in our credit and capital markets — 
one fueled by years of inadequate oversight, insufficient disclosure, and excessive conflicts of 
interest among market gatekeepers. But the problems in our markets are not the only cause of 
the current crisis. The roots run deeper. 

We have arrived at this point because of an era of profound irresponsibility — in which we threw 
fiscal caution to the wind and ran.up trillions of dollars in debt... in which the tax code was used 
to exacerbate income and wealth disparities, not mitigate them... and in which we failed to 
confront the deep, systemic problems that over time have only become a larger drag on our 
economic growth — from the rising costs of health care to the state of our schools, from how we 
power our economy to our crumbling infrastructure. 

The result is a pair of twin deficits, each in the range of $ I trillion per year. The first trillion 
dollar deficit is the gap between how much the economy has the potential to produce and how 
much it is actually producing each year. This output gap of roughly $ 1 trillion in 2009 would 
represent nearly 7 percent of the estimated potential output of the economy. This gap is why it 
was so necessary that Congress passed the American Recovery' and Reinvestment Act, in order 
to start filling this hole, to put Americans back to work, and to jumpstarl the economy. 

The other triliion-doilar deficit is the budget deficits we are inheriting. Over the last eight years, 
our national debt nearly doubled. The record surplus that was inherited by the previous 
Administration turned into a post-war record budget deficit. So let’s be clear: the Obama 
Administration was faced with a $1.3 trillion deficit w'hen we walked in the door. 
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We project that the deficit for the current fiscal year, including the recovery and stability plans, 
will be $1.75 trillion, or 12.3 percent of GDP. Of that, $1.3 trillion, or 9.2 percent of GDP, was 
already in place when we assumed office. 

The President is determined to cut this $1.3 trillion deficit by at least half in four years. Tin's 
would bring the deficit down to $533 billion by fiscal year 2013. More importantly, it would 
reduce the deficit to about 3 percent of GDP. 

The economic crisis we faced when taking office has made our fiscal situation, dramatically and 
quickly, much worse — raising the budget deficit we are inheriting by a total of about $2 trillion 
for this year and next year: 

• The weak economy, by reducing revenue collected and expanding the budget’s automatic 
stabilizers (such as unemployment insurance), expands the deficit by more than $600 
billion. 

• Because of problems in financial markets, the costs of stabilization may amount to $650 
billion or more — including the placeholder should additional efforts prove necessary to 
address the crisis we have inherited. 

• To combat the receSvSion, we had to act — through the $787 billion Recover}' Act — to 
jumpstart job creation and growth. 

Without the change in policies contained in the President’s Budget, deficits would be another $2 
trillion bigger over the next decade — and we wouldn’t have begun to make the investments in 
American- made, alternative energy; better education; and more efficient and higher quality 
health care that are crucial to long-term economic and fiscal sustainability. 

Let me be clear: there are two paths that our country can take. We can continue the policies of 
the past — dig an even deeper fiscal hole and once more put off the critical investments needed 
for long-term economic growth. Or we can reduce the deficit by $2 trillion over the next decade, 
cut the deficit inherited by this Administration in half by the end of the President's first term, and 
make needed investments in clean energy, affordable health care, and world-class schools. 

In his Budget, the President laid out his way forward for our nation. 

It begins with presenting an honest budget — one that is straightforward with the American 
people about the fiscal challenges we face. That’s why we include the likely future costs of the 
wars in Iraq and Afghanistan and other possible overseas military operations, the cost of fixing 
the AMT each year, and reimbursements to Medicare physicians. We offer a 1 0-year rather than 
a five-year look into our fiscal situation, and we budget for the possibility that there may be a 
hurricane, earthquake, flood, or other disaster sometime over the next decade. 

This honesty comes at a cost— $2.7 trillion or more over 10 years on our bottom line. But it’s 
critical to begin tackling our fiscal challenges. 
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With the scope of the problem recognized, the President's Budget reduces our medium-term 
deficits to a sustainable level through both spending restraint and rebalancing of our tax code. 
And it addresses health care, the key to our longer-term fiscal future. 

Broadly speaking, the medium-term deficit reduction comes from responsibly winding down the 
war in Iraq and reforms to the defense acquisition and procurement system; restoring balance to 
the tax code by returning to the pre-2001 tax rates for families making more than a quarter of a 
million dollars a year (while giving 95 percent of working families a tax cut), closing loopholes, 
and eliminating subsidies to special interests; and improving the efficiency of government. 

Contrary' to the instant analysis of many pundits, the Budget emails substantial spending 
restraint. Unlike what's occurred in the past, we make sure that we pay for new' initiatives. And 
the Budget reduces non-defense discretionary spending — that is, the spending appropriated each 
year outside of defense — to its lowest level as a share of GDP since data began to be collected in 
1962. 

Let me underscore this last point. The average level of non- defense discretionary spending 
between 1969 and 2008 was 3.8 percent of GDP. In 2009. such spending is estimated to 
represent 4.1 percent of GDP. 

The President’s Budget proposes a gradual reduction of this non-defense discretionary spending 
as a share of economy. Spending averages 3.6 percent of GDP over the next decade and declines 
to 3. 1 percent by the end of the 10-year budget window. 

Over the longer term, however, the single most important step we could take to put the nation 
back on a path to fiscal responsibility is to address rising health care costs. As I have said 
before, health care is the key to our fiscal future. We cannot afford inaction. 

That’s why in the Recovery Act the President began the process that will rein in health care costs 
with significant investments toward computerizing America’s health care records, accelerating 
comparative effectiveness research, and scaling up prevention and wellness programs. All of 
these will help move us toward a health system with lower costs and higher quality. 

In this Budget, the President builds on these investments with a major commitment of $634 
billion over 1 0 years to serve as a down payment for comprehensive health care reform. This 
reserve fund is financed half through walking back (to Reagan Administration levels) the 
itemized tax deductions allowed for families with incomes more than a quarter of a million 
dollars, and roughly half through efficiencies and savings from Medicare and Medicaid. 

We must act now to begin the process of bending the curve on health care costs, and over time, 
realizing substantial savings for our nation — and improvements in health care quality and 
outcomes. 

Health care is just one of three critical areas that for too long have been neglected and are 
deserving of significant investment now in order to create economic growth in years to come. 
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The others are clean energy and education — and this Budget makes significant investments in 
both. 

The Budget invests $15 billion a year to reduce our dependence on foreign oil and improve 
energy efficiency. It finances those investments, along with tax relief for consumers, through a 
market-based cap-and-trade system to reduce greenhouse gas emissions. 

The Budget also makes important investments in our most precious resource — our people — 
through a major new commitment to early childhood education, scaling up innovative new 
programs in our schools, and in improving college access for all our children. We can save 
almost $50 billion over the next decade by ending inefficient subsidies for student loan lenders. 
The Budget would also invest in making college more accessible, by making the $2500 
American Opportunity Tax Cut permanent, increasing the size of Pell Grants and putting the 
program on more solid footing, and simplifying the application process. These steps will help us 
reach the President’s goal of having the United States lead the world in the proportion of college 
graduates by 2020. 

Some may say that now is not the time to make these investments — that our fiscal and economic 
situation is too precarious. 1 share their concern about the fiscal health of our nation — and the 
President does as well. As he has said repeatedly, part of our long-term economic security is 
how we handle these deep, fiscal challenges — and we are already taking aggressive action to 
meet that challenge. 

But the bottom line is that that we simply cannot afford to stay on the course that we’ve been on. 
If we do not begin to address the high costs of health care, our families will continue to be 
squeezed, our businesses will have trouble competing, and our nation will remain on an 
unsustainable fiscal path. If we do not invest in education and clean energy, our prospects for 
long-term economic growth will be diminished. And if we do not make government more 
efficient, we will continue to waste the precious resources we do have. 

It’ll take time to work through the challenges we have inherited — and change doesn’t come easy. 
But as in most difficulties in life, we must adapt, adjust, and overcome. I am confident that if we 
confront our problems honestly and take responsibility for our future, our nation will rebuild, 
recover, and emerge stronger than ever. 

A Pair of Trillion Dollar Inherited Deficits 

I come before the Committee at a time of great, peri! for our economy and for our nation’s fiscal 
future. The new Administration has inherited an economic crisis unlike any we have seen in our 
lifetimes. Our economy is in a deep recession, which threatens to be more severe than any since 
the Great Depression. More than four million jobs were lost over the past 14 months, more than 
at any time since World War 11. In addition, approximately another 9 million Americans are 
under-employed. Manufacturing employment has hit a 60- year low. Our capital markets are 
virtually frozen, making it difficult for businesses to grow and for families to borrow money to 
afford a home, car, or college education for their kids. Trillions of dollars of wealth have been 
wiped out, leaving many workers with little or nothing as they approach retirement. 
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The result of this bleak economic picture, as well as the misplaced policy priorities of previous 
years, is a pair of twin deficits, each in the range of $1 trillion per year. The first trillion dollar 
deficit is the gap between how much the economy has the potential to produce and how much it 
is actually producing each year. This output gap of roughly $1 trillion in 2009 would represent 
nearly 7 percent, of the estimated potential output of the economy. This gap is why it was so 
necessary that Congress passed the American Recovery and Reinvestment Act, to start filling 
this hole and jumpstart the economy through fiscal stimulus that increases short-term demand for 
goods and services. 

Because fiscal stimulus boosts aggregate demand through increases in government spending or 
reductions in taxes, such policies raise budget deficits in the short term. That effect is desirable 
because it reflects the delivery of increased aggregate demand to the economy. 

Contemporaneous changes elsewhere in the Budget — tax increases or reductions in spending — 
designed to offset these short-term deficit effects would be counterproductive, because they 
would reduce or eliminate the stimulative effect. During an economic downturn, the key to 
economic growth is the demand for the goods and services the economy could produce with 
existing capacity— and in that situation, temporary increases in the deficit are necessary' to put 
the economy back on track. 

As the economy recovers, however, the effect of deficits on the economy reverses. At that point, 
the key to economic growth switches from boosting demand for goods and services (so existing 
capacity is fully used) to increasing the rate at which we expand the capacity for producing 
goods and services. Large budget deficits become harmful in this situation because they entail 
some combination of reduced funds available to finance domestic investment or increased 
borrowing from abroad to finance that domestic investment. Either way, budget deficits reduce 
future national income — either because the nation does not have as much productivity-enhancing 
capital in the future or because we owe larger liabilities to foreign creditors. In the extreme, 
sustained deficits could seriously harm the economy. Large deficits would also limit our 
maneuvering room to handle crises in the future. 

This brings me to the second trillion dollar deficit that the new Administration is inheriting. 

Under current policies, we face fiscal deficits of almost $1 trillion a year on average over the 
coming decade. OMB projects that the baseline deficit for FY 2009 will be about $1 .5 trillion, or 
10.6 percent of GDP. Over the ten-year budget window, from FY 2010 to FY 2019, aggregate 
baseline budget deficits will total nearly $9.0 trillion and average almost 5 percent of GDP. Over 
longer periods of time, the deficit reaches even higher shares of GDP primarily because or rising 
health care costs. 

Over the medium to long term, the nation is thus on an unsustainable fiscal course. We need to 
act, both to address the dramatic shortfall in national output in the near term and to tackle the 
medium- and long-term deficits that would ultimately become a drain on the nation's potential 
for economic growth. The Recovery' Act that Congress passed a few weeks ago was a bold and 
important first, step toward addressing the first of the twin deficits we inherited. I will spend the 
remainder of my time today talking about the Administration’s plans, detailed in the President’s 
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Budget, for dealing with the second of these inherited deficits, along with a few of the key 
investments the Budget would make in the nation’s economic future. 

Return to Honest Budgeting 

The first step in addressing our nation’s fiscal problems is to be honest about them. Too often in 
the past several years, budget tricks were used to make the government’s books seem stronger 
than they actually were. If this Budget used the gimmicks employed in recent budgets, it would 
show a bottom line that would appear about $2.7 trillion better over ten years. Instead, the 
Budget acknowledges additional deficits of about $230 billion, or about 1 .3 percent of GDP, in 
2013 alone — deficits that previous budgets would have simply pretended didn’t exist. 
Appearances can be deceiving, and omitting likely future costs is an accounting trick, not reality. 

Unless we are straightforward about the scope and scale of our nation’s medium- and long-term 
fiscal problems, we cannot hope to reach agreement on a plan for solving them. As a result, the 
President’s Budget returns the nation to an honest budget footing by recognizing, rather than 
omitting, an array of future Federal government costs. Among these are. 

• Including the likely future costs of overseas contingency operations . Our Budget 
includes funding over ten years for overseas contingency operations, raising projected 
deficits by about $580 billion over the next ten years compared to the treatment in prior 
budgets. These prior budgets generally did not assume any funding for overseas 
contingency operations in the out- years. We include estimated costs of these operations 
in the out- years to be fiscally conservative, but they do not reflect any specific policy 
decisions. Several strategy reviews are underway that will inform out- year costs, and it 
would be premature at this time to prejudge those reviews. 

• Indexing fully the alternative minimum tax for inflation rather than assuming that 
AMT relief will suddenly expire . Our Budget includes an AMT fix in all years, raising 
projected deficits by about $1.4 trillion over the coming decade. In contrast, past budgets 
have generally included AMT fixes for only the current year. Almost everyone agrees, 
however, that policymakers will not allow' the AMT to take over the tax over time, and 
our Budget reflects that reality rather than pretending it does not exist. 

• Incorporating reimbursements to Medicare physicians, without assuming deep and 
sudden cuts in those payments. Our Budget includes the Administration’s best estimate 
of future SGR relief given the agreed-to fixes for Medicare physician reimbursement in 
past years. As a result, projected deficits are about $400 billion higher over the next ten 
years than they would otherwise be. In contrast, past budgets accounted for no SGR 
relief in any years. (Although our Budget baseline reflects our best estimate of future 
SGR relief given past policy actions on SGR, as discussed below we are not asserting that 
this should be the future policy and we recognize that we need to move toward a system 


1 The following cost estimates include interest expenditures; in addition, the estimate for the AMT policy assumes 
extension of the 2001 and 2003 tax cuts. 
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in which doctors face stronger incentives for providing high-quality care rather than 
simply more care.) 

* Recognizing the statistical likelihood of Federal costs for natural disasters instead of 
assuming that there will be no such costs. Our Budget accounts for the statistical 
probability of Federal government costs for future disasters, raising our projected deficits 
by more than $270 billion over the coming decade. Recent budgets generally did not 
assume that there would be such costs over the budget window. 

• Offering a ten-year rather than five-year look into our fiscal situation. Our Budget 
uses a ten- year budget window. With the baby boom generation moving into retirement, 
slowly at first but more rapidly as the years pass, the costs of Medicare and Social 
Security will increase with time. For that reason, a ten- year view of the budget gives a 
better sense of the effect of the budget on the long-term fiscal picture than a five-year 
view. Recent budgets employed only a five-year budget window. 

The Long-Term Fiscal Gap and Health Care 

The principal driver of our nation’s long-term budget problem is rising health care costs. If costs 
per enrollee in our two main .Federal health care programs, Medicare and Medicaid, grow at the 
same rate as they have for the past 40 years, those two programs will increase from about 5 
percent of GDP today to about 20 percent by 2050. (As the Congressional Budget Office (CBO) 
and others have noted, there are reasons to expect cost growth to slow in the future relative to the 
past even in the absence of policy changes. But the point remains that reasonable projections of 
health care cost growth under current policies show's that they are the central cause of the 
nation’s long-term fiscal imbalance.) Many of the other factors that will play a role in 
determining future fiscal conditions — including the actuarial deficit in Social Security— pale by 
comparison over the long term with the impact of cost growth in Federal health insurance 
programs. Health care is the key to our nation’s fiscal future, and health care reform is 
entitlement reform. 

The Administration has signaled its understanding of health care’s centrality to our nation’s 
fiscal future through its actions in its first weeks and through the submission of this Budget 
Two weeks ago, the President signed the American Recovery and Reinvestment Act, which 
devotes resources now to develop the infrastructure for lowering health spending in the long run, 
including key investments in computerizing medical records, comparative effectiveness research, 
and prevention and wellness interventions. 

lo build on these steps, the President's Budget sets aside a reserve fund of more than $630 
billion over 10 years dedicated to financing reforms to the American health care system. While a 
very large amount of money and a major commitment, the Administration recognizes that $630 
billion is not sufficient to fully fund comprehensive reform. But this is a first crucial step in that 
effort, and we are committed to working with Congress to find additional resources to devote to 
health care reform. The Administration will explore all serious ideas that, in a fiscally 
responsible manner, achieve the common goals of constraining costs, expanding access, and 
improving quality. 
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Although reforming health care is the key to our nation’s fiscal future, other programs - 
including Social Security - do contribute to our long-term deficit. The long-term shortfall in 
Social Security, though, is modest relative to the possible effect of health care on the budget. As 
I just mentioned, if costs per enrol lee in Medicare and Medicaid, grow at the same rate as they 
have in the last four decades, the costs associated with these two programs would increase by 15 
percentage points of GDP — rising from 5 percent of GDP today to about 20 percent by 2050. By 
comparison, the cost of Social Security benefits is expected to increase by 1.5 percentage points 
of GDP over this same period, according to the Social Security actuaries, and the system, without 
any changes, is expected to be able to pay full benefits through 2041. After we reform health 
care, the Administration looks forward to working with Congress to strengthen Social Security’s 
finances. 

Health Care Reserve Fund 

The $630 billion reserve fund is financed roughly 50-50 between a combination of re-balancing 
the tax code so that the wealthiest pay more and specific health care savings in three areas: 
promoting efficiency and accountability, aligning incentives toward quality, and encouraging 
shared responsibility. 

Lowering health care costs and expanding health insurance coverage will require additional 
revenue. The Budget includes a proposal to limit the tax rate at which high- income taxpayers 
can take itemized deductions to 28 percent. The initial reserve fund would be about half funded 
through this provision, which would raise $318 billion over 10 years. In the health reform policy 
discussions that have taken place over the past few years, a wide range of other revenue options 
have been discussed — and these options are all worthy of serious discussion as the 
Administration works with Congress to enact health care reform. 

On the savings side, the Budget proposes health savings for the reserve fund that would total 
$316 billion over 10 years, which would simultaneously help to improve the quality and 
efficiency of health care without negatively affecting the care Americans receive, These savings 
include: 

• Reducing Medicare overpayments to private insurers through competitive 
payments. Under current law, Medicare pays Medicare Advantage plans 14 percent 
more on average than what Medicare spends for beneficiaries enrolled in tfc traditional 
fee- for- service program. This is because the current system bases payments on 
administratively determined benchmarks that are set we!) above the cost of providing fee- 
for- service Medicare benefits. Medicare pays roughly $1,000 per beneficiary more each 
year as a result, and McdPAC estimates that the Federal government pays $1,30 for each 
$1 .00 increase in Medicare Advantage supplementary benefits. Even with these 
subsidies, the evidence suggests that Medicare Advantage does not provide better quality 
of care. 


The Budget would replace the current mechanism used to establish payments with a new 
competitive system in which payments would be based upon an average of plans’ bids 
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submitted to Medicare. The Administration’s proposal would better align plan payments 
with the actual cost of coverage. This would allow the market, not Medicare, to set the 
reimbursement limits. This is similar to the process used for establishing payments for 
the Medicare Part D drug benefit. Our proposal would save taxpayers more than $175 
billion over 10 years as well as reduce Part B premiums. 

Reducing drug prices. The Budget would accelerate access to affordable generic 
biologic drugs through the establishment of a workable regulatory, scientific, and legal 
pathway for generic versions of biologic drugs. To retain incentives for the research and 
development of breakthrough products, a period of exclusivity would be guaranteed for 
the original innovator product, which is generally consistent with the principles in the 
Hatch- Waxman law for traditional products. Brand biologic manufacturers would also be 
prohibited from reformulating existing products into new products to restart the 
exclusivity process, a process known as ever-greening. Furthermore, tlie Administration 
would prevent drug companies from blocking generic drugs from consumers by 
prohibiting anticompetitive agreements and collusion between brand name and generic 
drug manufacturers intended to keep generic drugs off the market. 

In addition, the Budget would bring down the drug costs of Medicaid by increasing the 
Medicaid drug rebate for brand-name drugs from 15. 1 percent to 22.1 percent of the 
Average Manufacturer Price, applying the additional rebate to new drug formulations, 
and allowing states to collect rebates on drugs provided through Medicaid managed care 
organizations. 

Improving Medicare and Medicaid payment accuracy. The Government 
Accountability Office (GAO) has labeled Medicare as “high-risk” due to the billions of 
dollars lost to overpayments and fraud each year. The Budget proposes $31 1 million in 
FY 2010 for program integrity activities for the Centers for Medicare and Medicaid 
Services (CMS) initially targeted to remedy the vulnerabilities in Medicare and Medicaid, 
including Medicare Advantage (MA) and the prescription drug benefit (Part D). CMS 
will be able to respond more rapidly to emerging program integrity vulnerabilities across 
these programs through an increased capacity to identify excessive payments and new 
processes for identifying and correcting problems. With this additional funding, CMS 
will be better able to minimize inappropriate payments, close loopholes, and provide 
better value for program expenditures to beneficiaries and taxpayers. 

Improving care after hospitalizations and reducing hospital readmission rates. 
Nearly 18 percent of hospitalizations of Medicare beneficiaries result in the readmission 
of patents who have been discharged from the hospital within the last 30 days. 

Sometimes such readmissions cannot be prevented, but many are avoidable. Under the 
policy in the Budget, hospitals would receive bundled payments that cover not just 
hospitalization, but care from certain post- acute providers for the 30 days after 
hospitalization, and hospitals with high rates of readmission would be paid less if patients 
are re- admitted to the hospital within that 30-day period. This combination of incentives 
and penalties should lead to better care after a hospital stay and result in fewer 
rcadmissions — saving roughly $26 billion of wasted money over 10 years. 
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• Expanding the Hospital Quality Improvement Program. The health care system 
tends to pay for the quantity of services delivered, not their quality. Experts have 
recommended that hospitals and doctors be paid based on delivering high quality care, or 
what is called “pay for performance." The Budget proposes to link a portion of Medicare 
payments for acute inpatient hospital services to hospitals' performance on specific 
quality measures. This program would improve the quality of care delivered to Medicare 
beneficiaries and is estimated to save more than $12 billion over 10 years. 

Long-Term Containment of Health Care Costs 

By identifying specific health savings for the health care reserve fund, the Administration is 
making a down payment on expanding healthcare coverage to all Americans and also on 
containing the growth in health care costs required to restore long-run balance to the nation’s 
fiscal outlook. 

Yet there are additional steps that can be taken to address the fundamental inefficiencies of our 
nation’s health care system. Across the country, health care costs vary substantially from region 
to region, and yet higher-cost areas do not generate better health outcomes than lower-cost areas. 
Even among our nation’s leading medical centers, costs vary significantly — with costs at some 
centers twice as high as others — but higher-cost centers do not achieve higher quality than lower- 
cost centers. Some researchers believe health care costs could be reduced by a stunning 30 
percent— or about $700 billion a year — without harming quality if we moved as a nation toward 
the proven and successful practices adopted by lower-cost areas and hospitals. 

Capturing this opportunity would help to boost family take-home pay and put the nation on a 
sounder fiscal path. It will require expanding the use of health information technology, more 
aggressively studying what works and what doesn’t, promoting prevention and healthy living, 
and experimenting with different payment systems to health care providers. 

The Administration is committed to bringing about these reforms in order to slow health-care 
cost growth over the long run and has already initiated many of them through the Recovery Act, 
including computerizing America’s health records in five years, developing and disseminating 
information on effective medical interventions, investing in prevention and wellness, and 
reforming the physician payment system to improve quality and efficiency. 

Medium-Term Deficit Reduction 

The health care reforms I have described will reduce the growth of health care costs over time, 
and thus address the most important contributor to the nation’s long-term fiscal shortfall. These 
changes will take time, however. In the meanwhile, we also need to begin making the hard 
choices that will, as the economy recovers, reduce deficits in the medium term. 

Without using the gimmicks of previous budget proposals, the Budget cuts in half, by the end of 
the President’s first term, the deficit this Administration inherited when it took office. Over the 
next four years, the deficit would fall to about three percent of GDP under the Administration’s 
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policies and remain stable through the remainder of the coming decade. The Budget reaches this 
path by proposing policies that pare back deficits by a total of $2.0 trillion over the next ten 
years. This brings us to a sustainable and realistic fiscal course for the coming decade. 

The Budget features four main deficit reduction mechanisms: 

• First, economic recovery, aided substantially by the Recovery- Act, will help to reduce 
deficits by automatically dampening spending in safety net programs and raising 
revenues. 

• Second, the Budget would return fairness to the tax system by closing tax loopholes, 
eliminating subsidies for special interests, enhancing enforcement, and returning to the 
pre-2001 tax rates for high- income families making more than $250,000 per year. 

• Third, the Budget reflects savings from responsibly redeploying our military forces 
engaged in overseas contingency operations, as well as reforms that would allow us to get 
more for the money spent on defending the nation. 

• Finally, the Budget includes significant spending constraints and puts the nation on a path 
to reducing non-defense discretionary spending as a share of GDP. The average level of 
NDD spending between 1969 and 2008 was 3.8 percent of GDP. In contrast, the 
President's Budget proposes a gradual reduction in NDD spending as a share of the 
economy. Such spending averages 3.6 percent of GDP from 2010 to 201 9 and declines 
to 3.1 percent by the end of the budget window - the lowest since the government began 
collecting the data in 1962. 

These measures facilitate some key investments in productivity-enhancing areas like education 
and infrastructure (discussed later in this testimony) while also producing a net deficit reduction 
of $2 trillion over the next decade. 

I will now 7 discuss a number of these sources of deficit reduction in greater detail. 

Returning Fairness to the Tax System 

The Budget returns fairness and balance to the tax system. While providing tax cuts to 95 
percent of working families, the Budget raises additional revenue from the corporations and 
individuals most able to pay. 

After year upon year of tax reductions that disproportionately benefited the wealthiest 
Americans, we have been left with a tax system that is insufficient to meet national needs. 

Under current policies, even after the economy recovers, revenue would be below its 1990s 
average — despite rising health care costs and other new burdens the government faces. After the 
end of the recession, the Budget therefore raises revenue to a level that, as a share of GDP, is still 
lower than in the latter half of the 1990s. The Budget includes the following revenue proposals: 
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Allowing the 2001 and 2003 tax cuts to expire for high-income Americans. The 

Budget proposes allowing most of the 200 1 and 2003 tax cuts to expire in 2011, as 
scheduled, for couples making more than $250,000 and individuals making more than 
$200,000 per year. Additional revenues gained would be devoted to deficit reduction. 
These tax cuts were both unaffordable and unfair at the time they were enacted, and 
remain so today. This Budget would simply return the marginal tax rates for these 
wealthiest Americans to what they were prior to 2001 . Altogether, allowing these tax 
cuts to expire would reduce the deficit by about $750 billion over the next ten years 
relative to current policy. 

Eliminating tax subsidies for corporations and high-income individuals. The current 
tax system is undermined by subsidies that benefit only narrow and often well- heeled 
interest groups. The President’s Budget would eliminate a range of such subsidies. The 
Budget proposes to do away with tax subsidies for oil and gas companies described 
further below and to no longer allow the managers of private equity and other 
partnerships to enjoy a low capital gains rate on part of their labor income — instead, 
treating their compensation like other forms of compensation. Further, the Budget lays 
the groundwork for reforming our tax code so multinational corporations pay taxes more 
like domestic companies, rather than being able to defer taxation of profits earned by 
their subsidiaries. 

Closing tax loopholes for oil and gas companies. The Budget proposes the elimination, 
starting in 2011, of an array of tax advantages for domestic oil and gas producers. 
Although the Administration supports the responsible production of oil and natural gas as 
part of a comprehensive energy strategy, excessive government subsidies distort market 
signals and slow the transition of the economy from fossil fuels to clean, renewable 
sources of energy. (To take just one example, the Administration proposes to repeal the 
expensing of intangible drilling costs such as labor, chemicals, and grease. Under the 
existing provision, if $80,000 of a $100,000 investment in an oil well were spent on 
intangible drilling costs, that $80,000 could be immediately written off by a producer, 
rather than amortized over the life of the asset, as would be the rule for the costs of labor 
and materials used to build a factory, for example.) 

Enhancing enforcement. According to the latest estimate, the net tax gap — the gap 
between what corporations and individuals owe under the tax law and what they paid 
either voluntarily or as a result of enforcement actions— stands at nearly 3 percent of 
GDP. To give a sense for the magnitude of this number: This is nearly five times what 
the Federal government spends each year on veterans and about equal to what it currently 
spends on Medicare. We can and must do better than this. 

This Budget proposes measures that would enhance enforcement, making more 
corporations and individuals pay the taxes they already owe under current law. For 
instance, the Budget would attack sham tax transactions by codifying the principle that 
corporations and individuals cannot avoid paying taxes by engaging in transactions for no 
other reason than to lower their tax liability. It would also require increased reporting of 
rental payments to the IRS so this income is properly reported by the recipient. 
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Furthermore, the Budget proposes targeting tax havens and expanding international tax 
enforcement efforts — efforts that, while still in the planning stages, are expected to raise 
considerable revenues over time. 

Redeploying Military Forces Engaged in Overseas Contingency Operations and Restraining 
Growth of Other Defense Spending 

As we look to the challenges facing our nation, it is imperative that we invest our defense dollars 
effectively and wisely. 

The Budget reflects savings from two sources in the defense budget: 

• Redeployment of military forces engaged in overseas contingency operations. The 
Budget funds the Administration’s strategy to increase our troop levels in Afghanistan 
and to responsibly remove combat brigades from Iraq. Under this strategy, the costs of 
operations in the two countries combined are expected to fall. Under the President’s 
Budget, as troop levels decrease, the combined cost of Iraq and Afghanistan operations 
would decrease by about $50 billion in 2009 and $65 billion in 2010, compared with the 
2008 level of $187 billion (adjusted for inflation). Beginning in 201 1, the Budget reflects 
a placeholder cost of about $50 billion per year, which is included to be responsible but 
does not reflect any specific policy decisions. Several strategy reviews are underway that 
will inform out- year costs, and it would be premature at this time to prejudge those 
reviews. 


• Restraining grow th of other defense spending while maintaining key priorities. For 

FY 2010, the Budget requests $533.7 billion for the Department, of Defense (DoD), an 
increase of $20.4 billion, or 4 percent, from the 2009 enacted level of $513.3 billion 
(excluding $7.4 billion from the Recovery Act). This growth is greater than the post- 
Cold War average of 2.9 percent but less than the nearly 7 percent annual growth over the 
last eight years. 

This level of growth maintains a strong Defense Department, allowing DoD to address 
the President’s highest priorities. These priorities including increasing the size of the 
Army and Marine Corps, giving a 2.9 percent pay raise to our men and women in 
uniform, improving DoD facilities (especially military housing), and improving the 
medical treatment of wounded service members. Taking into account the importance of 
managing defense priorities in a cost-efficient manner, the Budget also emphasizes 
acquisition reform. The Administration will work to set realistic requirements and 
incorporate “best practices" to control the cost growth and schedule slippage of DoD’s 
weapons programs. 

Une-hy-Line Review of the Budget 

The Administration believes that we should be investing taxpayer dollars in efforts and programs 
with proven records of success and reallocating or eliminating programs that do not work or 
whose benefits are not worth their cost. To this end, the Administration has begun an exhaustive 
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line-by- line review of the Federal budget, starting with one of its most important lines — health 
care. The first stage of this iine-by-iine review wilt be reflected in the spring release of the full 
FY 2010 Budget and will continue in subsequent years. However, the Administration has 
already identified a number of policies to drive savings. These include: 

• Increasing Federal government health savings, as specified earlier in my testimony. 

• Phasing out and eliminating certain inefficient agriculture subsidies, such as direct 
payments to high- revenue crop producers and storage subsidies for cotton producers. 
These measures would cut deficits by about $19 billion over the next ten years. 

• Eliminating subsidies to banks participating in the student loan program. As 1 discuss in 
greater detail later in my testimony, banks that make government-guaranteed loans are 
entitled to subsidies that are set by Congress. In tie Budget, we propose to eliminate 
these subsidies while providing a more stable source of financing for student loans. This 
reduces deficits by another $60 billion over the next ten years. 

• Reducing erroneous payments in Federal programs and increasing tax enforcement by 
investing in “program integrity.” The Budget also makes significant investments in 
activities to ensure that taxpayer dollars are spent correctly, expanding oversight of the 
largest benefit programs and increasing investments in tax compliance. These efforts are 
expected to reduce deficits by about $64 billion over the coming decade. 

• Targeting other inefficient or ineffective programs. The Budget not only focuses on “big 
dollar” initiatives. It also recognizes that, even if relatively small amounts of money are 
at stake compared to the scale of the Federal budget, taxpayers’ funds should be used 
wisely. The Budget, for instance, proposes eliminating small, ineffective HUD programs 
and increasing collection of delinquent tax from Federal contractors. 

This list gives a flavor of the program eliminations and investments in efficiency included in the 
Budget. We expect to propose further such measures as we move forward with our intensive 
review of Federal government programs. 

Reforming How Government Works 

The President’s Budget also begins the process of reforming how government works, increasing 
efficiency, transparency, and simplicity. The initiatives both protect taxpayer dollars and, also, 
make it easier for the American people to interact with their government. This reform process is 
not one that can be completed overnight, and the Administration will continue to develop new 
ways to make government, work better for the people. The Budget is a starting point and an 
important step forward. 
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Improve Administrative Performance 

Reforming how government works is not only a question of cutting and eliminating ineffective 
programs, but also making worthwhile programs work better by improving performance. For 
decades, the argument in Washington has been between those who say that government is the 
cause of every problem and those who say it is the answer. What has become clear over the past 
eight years, especially in light of the Federal government’s response to Hurricane Katrina, is that 
what really bothers Americans is bad government — government that does not do its job 
effectively and efficiently. 

To make government more effective, the Administration will undertake a number of initiatives. 
These include: 

• Streamlining government procurement The Administration will implement the 
GAO’s recommendations to reduce erroneous Federal payments, reduce procurement 
costs with purchase cards, and implement better management of surplus Federal property. 

• Reforming Federal contracting and acquisition. The Administration will take several 
steps to make sure that taxpayers get the best deal possible for government expenditures. 
We will review the use of sole source, cost-type contracts; improve the quality of the 
acquisition workforce; and use technology to create transparency around contracting. We 
will review acquisition programs that are on the GAO high-risk list for being over-budget 
and prone to abuse. The Administration also will clarify' what is inherently a 
governmental function and what is a commercial one; critical government functions will 
not be performed by the private sector. 

• Enforcing standards in addition to measuring performance. The Administration will 
fundamentally reconfigure the Program Assessment Rating Tool (PART). We will 
engage the public, Congress, and outside experts in the development of an open 
performance measurement process that improves results and outcomes for Federal 
government programs while reducing waste and inefficiency. The Administration will 
develop goals Americans care about and that are based on congressional intent and 
feedback from the people served by government programs. Programs will not be 
measured in isolation, but assessed in the context of other programs that are serving the 
same population or meeting similar goals. I will ask each major agency to identify a 
limited set of high priority goals over the next few months that will serve as the basis for 
the President's meetings with cabinet officers to review their progress toward meeting 
performance improvement targets. We will also identify opportunities to engage the 
public, stakeholders, and Congress in this effort. 

• Improving program integrity'. With hundreds of billions of dollars being spent in 
programs such as Medicare, Medicaid, and Social Security, it is important that they are 
run efficiently and effectively. For every $1 spent to combat health care fraud, for 
example, evidence suggests that the government recoups $1.60. The Administration will 
expand oversight activities in our largest benefit programs -- so that the right payment is 
made to the right person or provider at the right time — and increasing investments in tax 
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compliance and enforcement activities. We expect these investments to save a total of 
$48.5 billion over the next ten years in these areas. 

• Cutting the government’s electricity bills. The Federal government is the largest 
energy consumer in the world. Making substantial investments to reduce the 
government's energy consumption can spur job creation while delivering long-term 
government savings through lower energy bills. The Budget will build upon the more 
than $1 i billion provided for building modernization in the Recovery' Acl to achieve the 
Administration’s 25 percent energy efficiency improvement goal fay 2013. 

Education 

While aiming to make government work better overall, the Budget also focuses its refonns on 
certain priority areas. When it comes to education policy, the Budget seeks to increase 
efficiency, simplicity, and transparency through a number of initiatives including: 

• Eliminating government-created subsidies for banks in the student loan program 
and shifting savings to students. Right now. banks that make government -guaranteed 
loans are entitled to subsidies set through the political process. Because of turmoil in the 
financial markets, the bank-based program has needed additional government supports 
over the last year, and even so, lender instability has forced thousands of students to 
change lenders abruptly. Meanwhile, last year more than 800 schools enrolled in the 
direct loan program, and nearly half made direct loans last year, all without significant 
disruption. Student satisfaction with direct loans is high, while cost to taxpayers is low, 
because the program uses competitively selected, private providers to service loans. The 
Budget would originate all loans in the direct loan program beginning in the 2010-11 
school year. Analysis by CBO, GAO, and OMB shows this approach would save 
taxpayers large sums of money; by our estimates, it would save more than $4 billion a 
year. 

• Making it easier to apply for student aid. To apply for student aid, students must 
complete a complicated form. Our plan, while still in development, would considerably 
simplify the process through such measures as streamlining the form itself and/or using 
lax data to automatically populate the form with an applicant’s answers. This is not 
merely a question of saving time, but also encouraging more eligible students to 
participate in the program. 

• Increasing transparency of the Pell program. In addition to increasing the maximum 
Pell award to $5,550 for the 2010-1 1 school year, the President’s Budget makes the 
program’s funding more transparent by converting the program from a discretionary- to a 
mandatory program. This would end the dishonest practice of “backfilling” billions of 
dollars in Pell shortfalls each year and provide certainty to families about the level of Pel! 
Grant funding available each year. 

• Preparing and rewarding effective teachers and principals. Building on the 
investments in the Recovery Act, the Administration will invest in efforts to strengthen 
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and increase transparency around results for teacher and principal preparation programs, 
including programs in schools of education, alternative certification programs, and 
teacher and principal residency programs. The Budget supports additional investments in 
state and local efforts, developed in consultation with teachers and other stakeholders, to 
implement systems that reward strong teacher performance and help less effective 
teachers improve or, if they do not, exit the classroom 

* Determining what works. The Budget also increases funding for rigorous evaluation as 
a first step toward doubling the Department of Education’s support for education 
research. The Department would use this funding to conduct rigorous evaluations of 
approaches to improve student learning and achievement with a focus on evaluating and 
scaling up promising innovative practices while improving or ending programs that are 
ineffective. 

Making It Easier to Save 

To make government programs more effective, the President’s Budget also looks beyond the 
traditional mechanisms. The Budget seeks to harness new insights into human behavior in 
designing government programs. 

Thus, to encourage greater saving, the Budget not only expands financial incentives for low- to 
middle- income Americans to save more, which it does by making the Saver’s Credit refundable 
and thus available to a much wider population; it also requires that employers automatically 
enroll their employees in some form of savings vehicle when they start work — either a 
workplace pension plan or, if the employer does not offer such a plan, a direct-deposit IRA. 
Employees can then elect not to participate if they so choose. Extensive research has shown that 
merely changing the default from non-participation to participation in a retirement plan can 
dramatically increase participation rates, despite the tact that workers can voluntarily stop 
saving. Experts estimate that, for workers generally, participation rates could about double as a 
result of automatic enrollment and that the effect is even larger for those with lower incomes. 

This is the type of innovation the Administration is committed to applying more generally. 
Without expanding financial incentives, imposing penalties, or otherwise constraining people’s 
options, programs can still encourage desired behaviors. Increasing saving rates is just one such 
application. 

Making Key Investments 

The Budget also expands Federal investment in certain key priorities. This goes hand-in-hand 
with making government work better for a!! Americans. Making government work better 
requires not only reducing or eliminating failing programs and increasing programmatic 
efficiency and simplicity but also enhancing programs that do work and deserve additional 
resources. 

Many of these investments will increase economic growth by building the nation’s capital stock, 
both physical and human, and spurring technological innovation. Government investment is key 
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to long-term economic growth, and this investment has, in recent years, been critically low in a 
number of respects. In addition to making these investments, the Budget also provides more 
resources to deserving populations, such as our nation's veterans. 

Education 

l have described how our proposals would reform education policy by increasing efficiency, 
simplicity, and transparency. The Budget goes beyond this by investing resources in programs 
that expand opportunity and increase quality. 

* Investing in early childhood education. We know that a dollar invested in early 
education will pay off handsomely as these children get older. That is why the 
Administration is proposing to help states strengthen their early education programs. The 
Budget would broaden the reach of these programs and boost their quality, encouraging 
new investment, a seamless delivery of services, and better information for parents about 
program options and quality. In addition, through funds from the Recovery Act and this 
Budget, the Administration will double the number of children served by the Early Head 
Start program and expand Head Start, both of which have proven to be successful with 
younger children. Finally, the Department of Health and Human Services will begin a 
major new effort to ramp up the Nurse-Home Visitation program. Rigorous research has 
shown that a well-structured program can have large and measurable impacts in helping 
at-risk expectant and new parents give their children a healthy start in life. 

* Expanding higher education opportunities. Because the Administration is committed 
to making college affordable for all Americans, the Budget, in addition to making the Pell 
program mandatory, builds on the Recovery Act by supporting a $5,550 Pell Grant 
maximum award in the 2010-201 1 school year. The Budget would also index the Pell 
grant award to the Consumer Price Index plus 1 percent in order to account for inflation 
in this sector. Along with expansion of the Pell program, the Recovery Act created a new 
$2,500 American Opportunity Tax Credit, making college tax incentives partially 
refundable for the first time. As a result, many high school seniors who receive no tax 
incentives under the current system will, for the first time, receive a tax cut to make 
college affordable. The Budget proposes to make this tax cut permanent. 

* Helping at-risk students complete college. It is not enough for our nation to enroll 
more students in college; we also need to graduate more students from college. A few 
states and institutions have begun to experiment with these approaches, but there is much 
more they can do. The Budget includes a new five-year, $2.5 billion Access and 
Completion Incentive Fund to support innovative state efforts to help low- income 
students succeed and complete their college education. The program will include a 
rigorous evaluation component to ensure that we leant from what works. 

Infrastructure 

Today, too many of our nation's railways, highways, bridges, airports, and neighborhood streets 
are aging and congested due to lack of investment and strategic long-tenn planning. In the short 
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term, modernizing our infrastructure would create new jobs and provide a boost to the economy. 
In the longer term, infrastructure investment would provide our nation a foundation for long-term 
economic growth. The Budget proposals include: 

* Establishing a National Infrastructure Bank. The Budget proposes to expand and 
enhance existing Federal infrastructure investments through a National Infrastructure 
Bank designed to deliver financial resources to priority infrastructure projects of 
significant national or regional economic benefit. The mission of this entity will be to not 
only provide direct Federal investment but also to help foster coordination through State, 
municipal, and private co- investment in our nation’s most challenging infrastructure 
needs. 

* Investing in our nation’s roads, bridges, and mass transit. The President is committed 
to instituting accountability for the $35.9 billion provided in the Recovery Act and to 
responsibly reauthorizing the nation’s highway and mass transit programs. Further, our 
surface transportation system must generate the best investments to reduce congestion 
and improve safety. To do so, the Administration will emphasize the use of economic 
analysis and performance measurement in transportation planning. This will ensure that 
taxpayer dollars are better targeted and spent. 

* Improving and modernizing air traffic control. Because of an outdated air-traffic 
control system and over- scheduling at airports already operating at full capacity, an 
ordinary trip to a business meeting or to visit family can become marred by long delays. 
The Budget provides $800 million for the Next Generation Air Transportation System 
(NextGen) in the Federal Aviation Administration, a long-term effort to improve the 
efficiency, safety, and capacity of the air traffic control system. 

* Maintaining rural access to the aviation system. The Administration is committed to 
maintaining small communities’ access to the National Airspace System. The Budget 
provides a $55 million increase over the 2009 level to fulfill current program 
requirements as demand for subsidized commercial air service increases. However, the 
program that delivers this subsidy is not efficiently designed. Through the budget 
process, the Administration intends to work with the Congress to develop a more 
sustainable program model that will fulfill its commitment while enhancing convenience 
for travelers and improving cost effectiveness. 

* Expanding access to broadband. As a country, we have made significant public 
investments so tint, regardless of economic status or location, Americans have access to 
telephone service and electricity. The Recovery Act does the same for broadband, arid 
our Budget would expand upon these efforts. The Recovery Act includes $7.2 billion for 
broadband expansion and the Budget includes $1.3 billion in USD A loans and grants for 
the Department of Agriculture to increase broadband capacity and improve 
telecommunication service as well as education and health opportunities in rural areas. 
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Science 

Like investments in physical infrastructure, investments in scientific knowledge also increase 
productivity and economic growth, The Budget proposes: 

* Doubling funding for key basic research agencies. The President’s Budget would 
double funding over 10 years for three key basic research agencies: the National Science 
Foundation, the Department of Energy’s Office of Science, and the Department of 
Commerce’s National Institute of Standards and Technology. The Recovery Act includes 
a $5 billion investment in these agencies, which is an almost 50 percent increase for these 
programs over 2008 and represents a significant down payment toward the President’s 
plan to double funding. This initiative will help fund cutting edge research done by 
universities, government laboratories, and private industry. It is especially important for 
the government to fund such activities since basic research tends to have positive 
spillover effects that flow across the economy. 

• Increasing funding for research into cutting edge technologies. The Budget also 
increases support for promising but exploratory and high-risk research proposals that 
could fundamentally improve our understanding of climate, revolutionize fields of 
science, and lead to radically new technologies. Such research includes interdisciplinary 
work like that conducted by researchers at Cornell University, who have developed a tiny 
nanotechnology particle that could ultimately both deliver a drug to a specific cell and 
monitor the cell’s response to the drug; a therapeutic combination that would 
revolutionize medicine. In addition, the Budget funds cutting-edge, fundamental research 
to help transform the nation's air transportation system, increase airspace capacity and 
mobility, enhance aviation safety, and improve aircraft performance while reducing 
noise, emissions, and fuel consumption. 


Energy 

The Budget lays the groundwork for an agenda that would transform our nation's energy 
consumption. As we have known for many years now, the United States’ dependence on oil and 
other fossil fuels undermines the country’s national security, and a growing wealth of scientific 
evidence also suggests that this dependence is contributing to global warming, jeopardizing our 
economy and our entire planet. 

As a down payment on an energy- independent, clean-energy economy, this Budget proposes: 

* Funding vital investments in a clean energy future totaling Si 50 billion over 10 
years, starting in FY 2012. To finance these investments in a fiscally responsible 
manner, while also providing tax relief to consumers, the Administration proposes a 
market- friendly cap-and-trade program to reduce greenhouse gas emissions. 

* Beginning a comprehensive approach to transform our energy supply and slow 
global warming. The Administration is developing a comprehensive energy and climate 
change plan to invest in clean energy, end our dependence on oil, and address the global 
climate crisis. The Administration plans to work expeditiously with key stakeholders and 
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Congress to develop an economy-wide emissions reduction program lo reduce 
greenhouse gas emissions approximately 14 percent below 2005 levels by 2020. and 
approximately 83 percent below 2005 levels by 2050. This program will be implemented 
through a cap-and-trade system. 

• Building on the Recovery Act’s investments in a new economy that is powered by 
clean and secure energy. The Budget will build on the Recovery' Act’s investments by 
significantly increasing funding for basic research and transformational science to 
accelerate solutions to our nation’s most pressing problems. The Budget also supports 
the transition to a low-carbon economy through increased support of the development and 
deployment of clean- energy technologies such as solar, biomass, geothermal, wind, and 
low-carbon emission coal power, and it builds on the $1 1 billion provided in the 
Recovery Act for smart grid technologies, transmission system expansion and upgrades, 
and other investments to modernize and enhance the electric transmission infrastructure 
to improve energy efficiency and reliability. 

• Creating a New Energy innovation fund. The Budget includes funds for HUD to drive 
the creation of an energy-efficient housing market — including the “retrofitting” of older, 
inefficient housing- — and catalyze private lending for this purpose in the residential 
sector. Partnering with the Department of Energy on this initiative, HUD will contribute 
to the Administration’s broader effort to combat global warming, jumpstarl the creation 
of a clean- technology economy, and reduce utility bills. 

Veterans 

While investing for the future, the Budget also devotes more resources to deserving populations, 
such as our nation's veterans. The Budget expands support for our nation's veterans by: 

• Increasing funding for Veterans Affairs (VA) hy $25 billion over the next five years. 
The President's Budget increases funding for VA by $25 billion over the next five years 
in order to honor our nation's veterans and expand the services they receive. Some of 
these funds will be used to transform the VA into a 21st-century organization, including 
investments in information technology that directly benefit veterans in the areas of both 
health care and benefits. 

• Dramatically increasing funding for VA health care. The President's Budget provides 
VA medical care with the resources it needs to provide 5.5 million veterans with timely 
and high quality care. 

• Restoring health care eligibility for modest-income veterans. For the first time since 
January 2003, the President's Budget restores eligibility lor VA health care to non- 
disabled veterans earning modest incomes. By 2013, this initiative will bring over 
500,000 additional veterans into the VA health care system while maintaining high 
quality and timely care for the lower- income and disabled veterans who currently rely on 
VA medical care. 
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Conclusion 

The President's Budget strikes a new course for America. It presents the fiscal path with 
honesty, and deficits are projected to fall in half by the end of the President's first term compared 
to the deficit inherited by the Administration when it came to office in January 2009. Altogether, 
the policies in the Budget would reduce the deficit by $2 trillion over the next 1 0 years, begin to 
address the key contributor to the nation’s long-term fiscal short- fall by proposing health savings 
measures that could help i£ bend die curve" on long-term health costs, begin the process of 
reforms to improve how government works, and, finally, make key investments that would 
provide much- needed jobs now and boost long-term economic growth 

The country faces grave challenges, both in terms of its short-term economic health and its long- 
term fiscal future, and working our way out of these difficulties will not happen overnight. The 
policies proposed in this Budget and those enacted last month in the Recovery Act represent an 
important first step on the path back toward economic and fiscal health. I look forward to 
working with you in the weeks and months ahead to continue the process of addressing the 
challenges facing our nation. 


Chairman Conrad. Thank you for your excellent testimony. 

Let us get right to it, because as I have said publicly and said 
here at the beginning of this hearing, I do believe there are impor- 
tant priorities here in energy, reducing our dependence on foreign 
energy. While oil prices are low now, I think all of us know that 
is not likely to go on forever and this is central to the economic and 
national security of America that we reduce our dependence on for- 
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eign energy. And that is one of the key components of the Presi- 
dent’s budget. 

No. 2, excellence in education. If we are not the best educated 
people in the world, we cannot long expect to be the most powerful 
country in the world. 

And finally, on health care, it is the 800-pound gorilla. Anybody 
that has spent 5 minutes studying the numbers know that your 
testimony is correct, that health care is where it is at. 

With that said, we are at about 17 percent of our Gross Domestic 
Product on health care and it appears to me that under almost any 
possibility, a proposal from the President will increase in the short 
term the share of the economy going to health care. And then we 
look at the revenue side of the equation. Under the President’s pro- 
posals, we have spending that is about 22 percent of GDP in the 
out years, revenue roughly 19 percent of GDP, for that 3 percent 
gap. 

What do you see as a mechanism for addressing this long-term 
imbalance? 

Before you answer, I want to make clear, people listening may 
have heard me talk about debt-to-GDP at over 100 percent. That 
is gross debt. You may have heard Senator Gregg, the Ranking 
Member, talk about debt-to-GDP of some 70 percent. That is pub- 
licly held debt. So there are two different measures of debt. I just 
want to make that clear to people listening. It is not that Senator 
Gregg and I have different numbers. In fact, our numbers are pre- 
cisely the same. They are just two different measures of debt. 

So my first question to you would be, do you believe a gross debt- 
to-GDP of 100 percent is sustainable for this country given the 
baby boom generation? If not, what mechanism do you believe will 
be necessary to address it? 

Mr. Orszag. Well, I prefer to focus on the publicly held debt and 
the ratio there would be something like 60 percent. I think we have 
seen — while obviously it would be desirable to reduce it further, we 
have seen other countries and even the history of the United States 
bear a debt burden that high. 

And again, I want to just emphasize, even — if you pull up your 
chart up again on the gross Federal debt, what you see is a dra- 
matic increase reflecting the condition that we are inheriting and 
the steps necessary to address it, and then a leveling off. What we 
are trying to accomplish over the next five to 10 years is a fiscal 
sustainability path where you are leveling that ratio and then in- 
vesting in the key steps that will bend the curve on health care 
costs over the long term, since as this graph, or the graph had 
shown, that is the key to bringing that debt ratio down over the 
long term. 

And you had mentioned an expansion in national health expendi- 
tures. I think, if anything, there will only be a modest expansion 
in the near term. But the more important point is that the power 
of compound interest is so strong that if you can reduce the rate 
of health care cost growth by, say, 100 basis points, 1 percent a 
year, the impact after 40 or 50 years is huge. So 1 percent a year 
compounded over 50 years saves you almost 20 percent of GDP in 
health care expenses. 
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The entire ballgame is whether we can put in place the struc- 
tural changes to our health care system to reduce that growth rate, 
and I believe we are doing everything that the Institute of Medi- 
cine, of which I am a member, Congressional Budget Office, which 
I used to run, and MedPAC — that anyone has put on the table in 
terms of bending the curve on long-term costs, and if we are not, 
I would welcome more suggestions, but I think we are as forward- 
leaning as you possibly can be in investing in health IT, compara- 
tive effectiveness, changing incentives for providers, investing in 
prevention, and I would welcome other suggestions because I think 
that is the whole ballgame. 

Chairman Conrad. Let me just say, I agree almost entirely with 
what you say with one exception and that is I never hear anybody 
talk about the revenue base of the country around here. And we 
have shown repeatedly that we are unwilling as a country to pay 
for what we want to spend. And so until we address not only 
health care but the revenue base of the country, I don’t think we 
are going to get to where we need to go. 

Let me just say, I am going to end my questioning there on 5- 
minute rounds. We are going to ask 5-minute rounds from every- 
body today because we have just been informed there will be votes 
starting at 4, and given the turnout, I think that is the only fair 
thing to do. 

Senator Gregg. 

Senator Gregg. Thank you, Mr. Chairman. 

I think you hit the nail on the head. The difference between the 
revenues and the spending is what creates the problem and drives 
the debt up, and unfortunately, under this budget, the administra- 
tion is planning to take spending after the spike for the purposes 
of addressing the fiscal problems we have up to 22, 23 percent of 
GDP, as you can see from this chart, which is way above, way 
above where we have been historically, and it goes on forever and 
that is the problem, that the spending in this bill is huge and most 
of that spending is driven by what the Director has said very open- 
ly is the desire of the administration to spend more on education, 
health care, and a variety of other Federal areas other than de- 
fense in this bill. So it is a spending problem, in my opinion. 

But to move to a more specific issue in this bill which I am try- 
ing to get clarification on, and that is the cap and trade tax, which 
you estimate in this bill is going to generate, I think about $65, $67 
billion annually, or something in that range — I have forgotten what 
the number was. But MIT, in scoring the same — the bill that was 
out there last year, which is the bill of record and which is, one 
presumes, the mechanism that will be used, an MIT study scored 
that at generating about $300 billion a year annually. That is a 
massive new tax. It is a tax on energy and it will flow directly 
through to the consumer in the form of a national sales tax on 
their electric bill, which I know the Director agrees with because 
he said that when he was Director of CBO, that that tax will flow 
to the consumer. 

And so I guess my question is, is that accurate, that you are put- 
ting in place, or proposing to put in place a massive new tax which 
will flow through to the consumer? Now, I understand you are 
going to take that and rebate it to some other consumers through 
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one of your tax mechanisms here, your tax deduction mecha- 
nisms — I have forgotten the name of it, I am sure you will explain 
it to me — up to 80 percent, but there is still 20 percent that is 
floating around as slush money for whatever the spending that we 
want to put it on as a Congress. 

But more importantly, how do you explain to that electric utility 
user, most likely in the Midwest and the Northeast, that their en- 
ergy bill, their electricity bill is going to spike a little bit — quite a 
bit — as a result of this new tax? 

Mr. Orszag. Let me comment on various aspects of that. First, 
the budget includes $15 billion a year in energy efficiency invest- 
ments, for example, the kind of thing that we need to take wind 
energy from the Dakotas and connect it to population centers, be- 
cause we have got lots of wind energy in parts of the country but 
we can’t get it to where people 

Senator Gregg. Are you going to get that money from this tax 
revenue? Is that where you are planning to get that $15 billion? 
Is that where some of the money is going? 

Mr. Orszag. No, to finance those investments in a fiscally re- 
sponsible way, we do have a market-friendly cap and trade pro- 
gram. 

Senator Gregg. Market-friendly. You keep 

Mr. Orszag. Like in the sulfur dioxide program, firms will be 
able to trade permits and economists across the political spectrum 
agree that a cap and trade program is an efficient approach to re- 
ducing greenhouse gases because it allows firms to be flexible in 
terms of how they get efficiencies in reducing greenhouse gases. 

Senator Gregg. Independent of that, would you answer the spe- 
cific question 

Mr. Orszag. Yes. 

Senator Gregg [continuing]. Which is, is there a potentially $300 
billion new tax, using MIT numbers, on energy consumers? 

Mr. Orszag. I haven’t seen those estimates. I think that sounds 
remarkably high to me 

Senator Gregg. That was the number that actually the Obama 
campaign used during the campaign. 

Mr. Orszag. I don’t know what the Obama — as you know, I was 
at the Congressional Budget Office and didn’t pay attention to cam- 
paign undertakings while I was there. But let me just note that 
what the President has said is that he supports reducing green- 
house gas carbon dioxide emissions by 14 percent relative to 2005 
levels by 2020. There are many different paths to get there 

Senator Gregg. How much will the tax be? 

Mr. Orszag. Again, I don’t — I can’t answer the question because 
there are lots of different ways 

Senator Gregg. How much are you scoring in the budget as rais- 
ing — 

Mr. Orszag. In the budget we 

Senator Gregg [continuing]. Annually by this new energy tax on 
consumers? 

Mr. Orszag. OK. I also need to just address the semantics for 
a second, but I will do that in a moment. We have roughly $640 
billion over 10 years, $646, coming from the sale of permits 
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Senator Gregg. So is that $64 billion a year annually, if you 
were to average it out every year? 

Mr. Orszag. Now are you going to allow me to address the se- 
mantic issue? 

Senator Gregg. Oh, of course 

Mr. Orszag. OK. 

Senator Gregg [continuing]. You can address the semantic issue. 

Mr. Orszag. All right. So I think we have a common under- 
standing of a tax is something that is collected through the tax 
code. On that basis, the budget delivers a tax cut for 95 percent 
of Americans, and actually if you adopt the baseline that Mr. 
Conrad favors, it may be even more than that. 

There are lots of other effects of the budget — Pell Grants that 
help kids go to college, early education investments, early Head 
Start. You either have to do the analysis kind of all in on the finan- 
cial impact on households or just look at the tax code. So unless 
we are going to start calling Pell Grants a tax cut, I think incor- 
porating the secondary effects of policies that are not run through 
the tax code and calling that a tax, well, it is not the semantic ap- 
proach that I would adopt. 

Senator Gregg. Well, you are going to raise $646 billion over 10 
years. It is not going to come from Tinkerbell. It is going to come 
from consumers and that is — I mean, the consumer is going to see 
it as a price on their energy bill. You can call it a tax. You can call 
it an increased price for energy. But their bill is going up. 

Mr. Orszag. I agree there will be increased prices, yes. 

Chairman Conrad. Senator Cardin. 

Senator Cardin. Thank you, Mr. Chairman. 

Chairman Conrad. Senator Cardin, if you would withhold just a 
moment, maybe I could just go down the list as we have it here 
so people know where they stand. Cardin, Sanders, Murray, 
Whitehouse, Stabenow, Warner, and Merkley on our side. On the 
other side, Sessions, Alexander, and Graham. 

Senator Cardin. Thank you, Mr. Chairman, and Director, it is 
nice to have you before us here. 

I do want to start off by congratulating the Obama administra- 
tion for presenting an honest budget. It is good to see all of the ex- 
penditures that we are going to incur included in the budget so 
that we can really have, an intelligent discussion in the Budget 
Committee and try to be on the same page with the administration 
as we make policy decisions. 

I want to talk about health care, because I was interested in how 
you framed some of the budget scorekeeping here. We need to get 
to universal coverage for many reasons. Forty-seven million people 
without health insurance is extremely expensive to our economy 
and your charts point that out very clearly. 

Now, when we get to universal coverage, it will have a dramatic 
impact on the cost of health care. We currently spend twice as 
much as comparable countries spend on health care and we don’t 
have the results to reflect that type of investment. So if we can re- 
duce or eliminate the number of uninsured, we will reduce the 
number of people using emergency rooms and we will have much 
greater use of preventive health care, which will save lives and 
save tax dollars. If we have a more efficient system of health care 
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delivery, that will clearly save money. We will have fewer people 
going into bankruptcy. That will also save money for our economy. 
All of that will have an impact on our future economy and on our 
deficit and on our budget. 

It is interesting that this committee, and Mr. Chairman, I am 
going to ask that a copy of this letter be made a part of our 
record 

Chairman Conrad. Without objection. 

Senator Cardin [continuing]. Received a letter from a group of 
entities suggesting that CBO’s current scoring conventions do not 
recognize many of the savings to be achieved by restructuring of 
our health care system. It reads, “We believe, therefore, it would 
be reasonable to develop an approach for health care reform that 
reflects both the near-term exigencies and long-term savings of 
such extraordinary legislation.” 

Senator Cardin. Now, the signatories of signed this letter in- 
clude the U.S. Chamber of Commerce, the AFL-CIO, the American 
Hospital Association, the American Medical Association, and the 
National Federation of Independent Businesses. These aren’t ex- 
actly radical groups when it comes to trying to spend more govern- 
ment funds. But what I think they are trying to do is get an honest 
assessment of how our budgets are going to address health reform. 

Now, you have a placeholder in the budget for what you think 
reform will cost, a little over $600 billion. I believe if you use cur- 
rent values for President Clinton’s health care proposal, it would 
probably add up to about $1.1 trillion. I think some of us question 
whether there is enough room in the budget outline you have pro- 
posed — knowing how we do our budget scoring here — to be able to 
achieve universal coverage, because we want to see major health 
care reform in 2009. 

So my question to you is, what type of budget do you need com- 
ing out of this committee so that the committees working on health 
care reform can get the job done in 2009? I am concerned that we 
may not have enough direction from you now as to what is nec- 
essary so Congress can, in fact, take up this issue in 2009. 

Mr. Orszag. Thank you for that question. As we noted in the 
budget document, the reserve fund was intended as a downpay- 
ment, and as you noted, there are lots of plans out there that 
would require more resources and there are lots of ideas that have 
been put forward to fill in any gap between how much we have al- 
ready put on the table and how much would be required. 

In terms of what would be necessary in the budget resolution, we 
feel quite strongly that health reform should be deficit neutral over 
the next five to 10 years and also help to reduce costs over the long 
term. So in a sense, all that is required is a mechanism for ensur- 
ing deficit neutrality as part of the health reform effort. We have 
tried to kick-start that process by putting substantial resources on 
the table, including significant savings in Medicare and Medicaid, 
and we look forward to working with you to fill in any additional 
amounts that might be necessary. 

Senator Cardin. But do you agree that if we get this done right, 
if we can get a handle on the resources that our economy currently 
puts out for health care that the future benefits to our economy 
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and to the budget we are considering, including the deficits, will be 
much easier for us to address 

Mr. Orszag. Without question. That is why we are trying to 
get — that is why we have put such an emphasis on getting health 
reform done this year, because without it, the path that we are on 
is unsustainable, and with it, there are other changes that are still 
necessary in terms of our long-term fiscal picture. But that is the 
single most important thing we can do, and I am just going to re- 
peat, if other people have ideas about what might help bend the 
curve, I am all ears. But I believe we have been more forward-lean- 
ing than any budget I have ever seen in terms of putting in place 
health IT, comparative effectiveness, changes in incentives for pro- 
viders, and prevention and wellness efforts to help bend the curve. 

Chairman Conrad. Thank you. 

Senator Alexander. 

Senator Alexander. Thank you, Dr. Orszag. Thank you very 
much for coming. 

Just an observation on Senator Gregg’s comment about the na- 
tional sales tax on energy or gasoline. I am one Senator who wants 
to deal with climate change and have introduced legislation that 
would put a cap and trade system only on power plants. But as we 
look at it from the TVA region, where 10 percent of the customers 
in Nashville said they couldn’t pay their electric bills in December 
because of TVA’s rates, which are relatively low, we would be ask- 
ing them to pay even more for, in effect, a carbon tax. 

Then under your proposals we have gone from about $5 billion 
to about $20 or $25 billion a year in subsidies to banks and devel- 
opers and big companies to build wind turbines in another part of 
the country. And you also now want to spend hundreds of billions 
of dollars, some of which we would have to pay, to build trans- 
mission lines from the other part of the country to Chicago and 
New York to carry that kind of energy. Typically, transmission 
lines have been paid for by the ratepayers who use the electricity 
and that is a separate discussion. 

But I would like to ask you about two education issues. I appre- 
ciated being invited to the Summit on Fiscal Responsibility and 
thought the President did an excellent job there and appreciate his 
focus there. The Republican Leader has said he is ready to go to 
work on that, starting with Social Security and then I believe we 
should do health care this year. 

But I was surprised to come back and then, the President in his 
budget would propose making Pell Grants mandatory, because if I 
am correct, that would take $117 billion and move it over to the 
automatic pilot spending side of the budget for the next 10 years. 
Why shouldn’t we be going in the other direction? We spent all 
afternoon down there being told by a whole number of people that 
our big problem was entitlement spending and you are proposing 
to add another $117 billion over 10 years. 

Mr. Orszag. Three comments. First, we propose significant sav- 
ings by reducing and eliminating the subsidies for middlemen on 
education loans because the evidence suggests that there is a more 
efficient way. 

Senator Alexander. I will have a question about that next. 
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Mr. Orszag. OK, great. The second is then let us examine the 
policy rationale for making Pell Grant funding more secure. I think 
the evidence is overwhelming that one of the reasons that current 
enrollment rates are not as high as they should be, especially for 
moderate-and low-income families, is that in ninth and tenth 
grade, too many kids don’t aspire to go to college in the first place, 
in part because the existence of financial assistance is unclear, and 
if you look at the pattern of funding for Pell Grants in the past, 
it has been a zig-zaw, you know, up and down kind of thing. And 
second, that the process of applying for it is too complicated. 

So the vision, and the President is talking about this today, or 
already talked about it 

Senator Alexander. I only have about a minute and a half and 
I have other questions. 

Mr. Orszag. OK, I am sorry. I will be really brief. You want to 
inspire kids to aspire to college, and that is what we are trying to 
do. 

Senator Alexander. But the fact of the matter is, you are mov- 
ing $117 billion over to entitlement spending, which is where we 
already have the problem. 

Are you then going to spend the money twice by figuring you 
have left a $117 billion hole in discretionary spending and then 
spend that, too? 

Mr. Orszag. No. In fact, the reductions in non-defense discre- 
tionary spending that are discussed net out Pell Grants and the 
historical data 

Senator Alexander. So you are only spending on the mandatory 
side, not on the discretionary side? 

Mr. Orszag. Well, there is a downward adjustment on the discre- 
tionary side, but I didn’t want to conflate the analysis by making 
that look like a reduction in discretionary spending. So we took 
Pell Grants out of the 

Senator Alexander. I want to make sure. Are you going to 
spend it both 

Mr. Orszag. No. 

Senator Alexander [continuing]. On the mandatory side and 
then spend 117 

Mr. Orszag. No. 

Senator Alexander [continuing]. And then say, I have got $117 
billion 

Mr. Orszag. No. 

Senator Alexander. OK, good. Now may I move to the other 
part of your vision and give you a moment to answer that? 

Mr. Orszag. Yes. 

Senator Alexander. I was Education Secretary when the direct 
loan program started. I didn’t think it was a good idea then and 
I don’t today. And the reason I didn’t was partly because I didn’t 
think it would save any money. There have been arguments about 
that on both sides for the last 10 years. I still don’t. 

The second reason was a bigger reason. It was a management 
issue. We have got 6,000 higher education institutions across the 
country. We have got 15 million new loans to students every year. 
And you are going to turn that over to the United States Depart- 
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ment of Education suddenly to manage? Arne Duncan, I think, may 
be the President’s best appointee, with all courtesy to you 

[Laughter.] 

Senator Alexander [continuing]. Among the most distinguished 
appointees. 

Mr. Orszag. OK. 

[Laughter.] 

Senator Alexander. But even he, I don’t think, can take over 
the management of the millions of new loans that instead of being 
managed by lenders all across the country to 12 million or 13 mil- 
lion students would now be managed by the United States Depart- 
ment of Education in Washington where I used to work. 

Mr. Orszag. Senator, first of all, I will make sure I pass along 
your warm regards to Secretary Duncan. 

Senator Alexander. I have already told him. 

Mr. Orszag. OK. A couple comments. First, I think the evidence 
is actually clear. I don’t think there is ambiguity. The direct lend- 
ing program does save money relative to an alternative in which 
the Federal Government guarantees private loans. 

Second, that private loan market itself has been experiencing sig- 
nificant difficulty, if you just look at what has been happening re- 
cently. So the argument that there would be problems in the direct 
lending program, I think doesn’t take into account the difficulties 
that the private lending program is experiencing. 

Finally, before putting this forward, we did do significant work 
to make sure that the program could ramp up adequately so that 
there would be no disruptions and I believe that there would be a 
smooth ramp up if this proposal were adopted. 

Senator Alexander. Thank you, Mr. Chairman. 

Chairman Conrad. Senator Sanders. 

Senator Sanders. Thank you, Mr. Chairman, and welcome, Mr. 
Orszag. 

I want to go over three issues quickly: Income inequality, Social 
Security, and health care. 

No. 1, under President Bush, poverty increased, the middle-class 
shrank, and the wealthiest people became much wealthier. But 
what we have seen is that despite the fact that the top 400 Ameri- 
cans in this country saw a huge increase in their net worth, in fact, 
by $640 billion from 2001 to 2007, a huge amount of money for a 
few people, actually, today, these wealthiest 400 Americans now 
pay a lower tax rate, lower effective tax rate than most police offi- 
cers, teachers, nurses, and people in the middle class. What do you 
think about that and what are we going to do about it? Do you 
think that is right, and should we change that? 

Mr. Orszag. One of the reasons that in 2011 and thereafter the 
President has asked for some rebalancing of the tax code and for 
more contribution from the very high-end of the income distribu- 
tion is precisely the trends that you have identified. The top 1 per- 
cent of the population enjoyed ten — or accrued 10 percent of na- 
tional income in 1980. It is now up to almost 25 percent. 

Senator Sanders. OK. Thank you. And I agree with you, I 
should tell you. 

Social Security — I happen to think there is not a Social Security 
crisis. Social Security will, in fact, be able to pay full benefits to 
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every recipient for at least the next 32 years and after that it will 
be able to pay out 75 percent benefits. During the campaign, a can- 
didate, you may recall his name, Barack Obama, this is what he 
said. Quote, “What we need to do is raise the cap on the payroll 
tax so that wealthy individuals are paying a little bit more into the 
system,” end of quote. It is a longer quote. Is that still the position 
of the Obama administration in terms of addressing the Social Se- 
curity crisis? 

Mr. Orszag. I would just say there are lots of options for elimi- 
nating the actuarial imbalance in Social Security we face. I mean, 
benefits are higher than projected revenue and that needs to be 
closed. 

Senator Sanders. Let me go back again. Do you consider it a cri- 
sis when we can pay out every benefit owed to every eligible Amer- 
ican for the next 32 years, and by lifting the cap, we could essen- 
tially solve the problem? And this is what the candidate Barack 
Obama was talking about. Has there been a change in policy? 

Mr. Orszag. I wouldn’t say Social Security is in crisis. It does 
face a long-term deficit that needs to be addressed and it should 
be addressed. 

Senator Sanders. Are you still thinking about raising that cap? 

Mr. Orszag. Again, I am just going to say there are lots of op- 
tions on the table. 

Senator Sanders. All right. The third question, I want to thank 
you and the President very much. In the stimulus package, there 
was $2 billion appropriated for Community Health Centers, $300 
million for the National Health Service Corps so that we can begin 
to get doctors and dentists and nurses out into underserved areas. 
And all of the studies indicate that if we expand the Community 
Health Center program, if we get doctors into underserved areas, 
we end up saving money because people don’t end up in an emer- 
gency room or the hospital. 

You guys did, I thought, a tremendous job in the stimulus pack- 
age. Will you continue to support in a significant way Community 
Health Centers so that, in fact, we can have a center in every un- 
derserved area in our country? 

Mr. Orszag. Yes, and also the other piece of that, on the work 
force issues, there is also a few hundred million dollars in this 
budget 

Senator Sanders. Exactly. 

Mr. Orszag [continuing]. To buildupon the effort that was in the 
Recovery Act. 

Senator Sanders. All right. So is that still a goal of yours? 

Mr. Orszag. Absolutely. Yes. 

Senator Sanders. OK. Thank you very much, Mr. Chairman. 

Chairman Conrad. Thank you. 

Senator Graham. 

Senator Graham. Thank you, Director Orszag. I think you were 
a good choice. 

Mr. Orszag. Thank you. 

Senator Graham. A suggestion. Climate change — if you are seri- 
ous about climate change solutions, there is going to be some in- 
creased cost. That is just inevitable. But the problem I have with 
your approach is that you go to a 100 percent auction and I know 
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hedge funds are going to jump into this and drive up the price of 
the credit and those industries that use a lot of energy, particularly 
in some out in the Midwest and other places are going to have a 
hard time in a 100 percent auction world of paying the cost until 
we get a solution. The fact that you use the revenues to go to your 
Make Work Pay program, which quite frankly is a tax policy that 
I don’t agree with, is going to make it very difficult for you to pass 
climate change. 

So my recommendation would be that whatever revenue is gen- 
erated from a cap and trade system, that it be less radical in terms 
of the 100 percent auction, that we understand that China and 
India are part of this problem, and if we do too much too quickly, 
we are going to drive people offshore and they are already leaving, 
and that when you take the revenue and put it into a tax program 
that there is division that you probably have thrown an issue into 
the climate change debate that has not existed and I think effec- 
tively destroyed the ability to solve the problem. That is just my 
opinion. 

Mr. Orszag. Could I comment on the 100 percent auction for a 
moment? 

Senator Graham. Yes, please. 

Mr. Orszag. I think this is important. If one did not auction the 
permits under a cap and trade program, the result would be, in a 
sense, the largest corporate welfare program that the government 
ever created because you would be transferring whatever the value 
of those permits were, whatever it turns out to be, you would be 
transferring it almost directly into a corporation’s bottom line. And 
so the motivation for the 

Senator Graham. I understand, but every other climate change 
solution in this building has had an allocation system because we 
don’t see compliance. People are going to have to pay more. Indus- 
try is going to have to pay more. The people who are in manufac- 
turing that use a lot of energy are going to be hit with this because 
they are emitting the most carbon. I understand that. But if you 
do too much too quickly, and if you don’t recognize that hedge 
funds and other groups are going to jump into this auction system 
and drive up cost, well, then you have lost me. I will just be honest 
with you. 

There are a lot of folks who believe that climate change is real, 
that C02 emissions are heating up the planet, and we need to find 
a solution. But your $646 billion revenue stream, I think assumes 
some things that are too far, too fast, and using the money to pay 
for a Make Work Pay program that is a different issue where there 
is more division, I will just leave it at that. I think you have done 
a lot to damage, quite frankly, the ability to find common ground 
on climate change. 

Now, when it comes to defense spending, right now, 4.1 percent 
of Gross Domestic Product is spent on defense. In the budget, is it 
fair to say that 10 years from now, it will be 3 percent of GDP? 

Mr. Orszag. It would be reduced, yes. 

Senator Graham. I just had a hearing with Admiral Blair, who 
I think is another good choice, and he gave us the threat assess- 
ment our nation faces, and I came away thinking that we are 
equally at risk, if not more at risk, over time. Do you think it is 
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wise, given what this country faces in the next 10 years in terms 
of military threats and international crisis, to reduce defense 
spending? 

Mr. Orszag. Well, again, wait. Reduce as a share of the economy. 
But let me actually speak directly to this. 

Senator Graham. OK. 

Mr. Orszag. Secretary Gates has stated that given the signifi- 
cant run-up in the defense budget, it is time to sort of change 
course and start applying more discipline — for example, in the pro- 
curement part of the budget, you have almost $300 billion in cost 
overruns because there has been very little discipline applied 

Senator Graham. Director Orszag, I agree that procurement and 
acquisition reform — no one should get a pass here. The Pentagon 
can do better. But we are going to increase the Marine Corps and 
the Army, as we should. But the biggest 

Mr. Orszag. And the budget does that. 

Senator Graham. Exactly. The biggest cost of the military is per- 
sonnel cost. So when you increase your personnel cost, something 
has got to give. And if you are going to reduce the overall pie, that 
means there is going to be less money for weapons systems that 
are efficient. And so I would just look long and hard about the glide 
path you have put us on when it comes to meeting the national de- 
fense threats that we face, and I think this is, quite frankly, a reck- 
less move at a time when our nation is very much at threat. 

Finally, in 2009, the percentage of Federal spending that goes to 
interest payment on the national debt is 3.53 percent. In 2019, it 
is 12.06 percent. Where does that take us as a nation? If this con- 
tinues where that percentage grows over time, what is the outer 
limits of the United States Government’s ability to borrow money? 
When do we hit those outer limits and what does it mean? 

Mr. Orszag. Well, first, I don’t believe that — actually, net inter- 
est is not anywhere close to that in 2019 as a share of the economy. 
But let me come back to the basic point. Because of the economic 
difficulties that we are inheriting, there is a significant increase in 
debt that has already occurred and that will occur this year, and 
then the whole goal of the budget is to stabilize that as a share of 
the economy while also dealing with health care, which is the key 
to our long-term future. Net interest will track that change in debt. 

And I also do, because I agree with you it is crucial 

Senator Graham. I don’t mean to interrupt, but I am talking 
about the amount of money spent to service the interest of the Fed- 
eral spending. It is 3.5 percent now. Of the budget, 3.5 percent goes 
to pay interest on the national debt. In 2019, it is 12.06. Am I 
wrong? 

Mr. Orszag. I believe so, yes. 

Senator Graham. OK. If I am, I stand corrected. 

Mr. Orszag. I think it is more like 2.7 percent, so reduced from 
current levels. 

Chairman Conrad. I think you are talking about share of the 
budget. 

Senator Graham. Yes, I am. I am talking 

Chairman Conrad. Versus share of the economy. 
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Senator Graham. Exactly. Twelve cents of every dollar the Fed- 
eral Government will spend in 2019 is to pay the interest. Am I 
wrong? 

Mr. Orszag. That is approximately correct, yes, 622 over 

Senator Graham. And if that continues unchecked, how does that 
affect this Nation’s ability to borrow money to meet the obliga- 
tions — 

Mr. Orszag. One of the reasons why we have to reduce the fis- 
cal — you know, address the fiscal path that we are on is, if we do 
not, debt and deficit and that interest explode in cost over time. 
There is no question about that. This budget, relative to doing 
nothing, reduces the deficit by $2 trillion. And more important 
than what happens over the next 5 or 10 years, I want to come 
back again — because I feel very strongly about this. If we do not 
address the excess cost growth rate — that is, the rate at which 
health care costs are growing relative to income per capita — what- 
ever happens over the next 5 or 10 years is not going to matter. 

In order to address our long-term fiscal problem, that is the key 
thing we need to do, I think we are being as aggressive as — I 
mean, again, I would welcome thoughts. If anyone else has other 
things that, you know, the Institute of Medicine or others have not 
come up with, let me know, and we will work with you on them. 
I think we are as forward-leaning on that question as you could 
possibly be. 

I also just want to come back — and I do not know if Secretary 
Gates will be testifying before the Committee, but I defer to 

Chairman Conrad. Well, we would like to have the Secretary 
come. He has not expressed a willingness to come. I think that is 
a significant mistake at a time like this for the Secretary or the 
Deputy Secretary not to come. But so far they have resisted the in- 
vitation of the Committee to come. 

Mr. Orszag. Well, I would, again, just defer to him on the appro- 
priate level of funding for our defense effort, because, again, he 
thinks that what we are doing is in the Nation’s best interest. 

Chairman Conrad. Senator Murray. 

Senator Murray. Thank you very much, Mr. Chairman. And I, 
too, wanted to say that I am pleased that we have a budget that 
addresses some of the realities that have been ignored for some 
time. We are going to have earthquakes or floods, and we need to 
budget for that. The cost of the war is a reality, and I appreciate 
a budget that comes to us that addresses that, and at the same 
time says we have got to get our arms around some very critical 
issues — energy, health care, education — in order to make sure that 
we have a strong economy in the future so that we can deal with 
the debt. So I thank you for that. 

Let me ask you some specifics. In reading through some of the 
budget highlights in the document, I was glad to see the Depart- 
ment of Energy’s budget, and I quote, “continues the Nation’s ef- 
forts to reduce environmental risk and safely manage nuclear ma- 
terial.” While that bullet is last on the list of highlights, I trust it 
is not the least, because I know the administration shares my dedi- 
cation to pursuing both the moral and the legal obligation to clean 
up the environmental management complex. 
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You and I have had the opportunity to talk about this many 
times. You know it is a high priority of mine. I have been very con- 
cerned about the previous administration’s failure to comply with 
clean-up agreements with the States and 4 years of declining budg- 
et requests that have put us in jeopardy. 

Here in Congress, we have worked annually every year to back- 
fill, and most recently in the fiscal year 2009 omnibus and the Eco- 
nomic Recovery Act. This is not a fight we should have every year. 
This is an obligation, and I am looking for at least $6.5 billion in 
the fiscal year 2010 request when the details are finally an- 
nounced, and I wanted a chance to ask you today if that is what 
we are going to see. 

Mr. Orszag. Well, as you know, the Recovery Act provides sub- 
stantial funding for environmental management. I think it would 
be premature for me to be committing to specifics for the detailed 
April budget at this point, but I know it is a priority of yours, and 
we 

Senator Murray. The Economic Recovery Act put money in to re- 
duce the size of the footprint overall complex around the country 
so that we would not continue to have to pay the high maintenance 
costs. But that does not take away our obligation every year in the 
annual budget. I assume you understand that. 

Mr. Orszag. I do understand that. 

Senator Murray. OK. Well, I will be looking forward to seeing 
what you put out. 

Mr. Orszag. I know you will be. 

Senator Murray. I also wanted to ask you about the VA, and we 
had a hearing this morning in the VA Committee with Secretary 
Shinseki, and we are hearing rumors that the administration is 
going to propose allowing the Department of Veterans Affairs to 
bill third-party insurers for the care of conditions that are related 
to a veteran’s service-connected disability or injury. I am sure if 
you are not aware, you will be aware that our offices are hearing 
from veterans who are understandably very upset about a proposal 
such as that. 

Can you tell me if you are planning to include a third-party bill- 
ing proposal in the VA budget? 

Mr. Orszag. Well, there will be more details about the VA budg- 
et in April, but let me state very clearly that there will not be in- 
creases in out-of-pocket costs or premiums for veterans. And, in 
fact, the budget adds $25 billion over 5 years for veterans and cov- 
ers roughly a half a million more veterans under the VA system. 

Senator Murray. But is this specific proposal one that you are 
looking at? 

Mr. Orszag. There are lots of proposals that are being examined. 
I think it would be premature to be discussing specifics. 

Senator Murray. OK. Have you looked at the revenue impact of 
a proposal like that? 

Mr. Orszag. Again, I am going to just say it is premature to be 
discussing specifics. That will be part of the April budget. 

Senator Murray. OK. Well, in honesty in budgets, that is prob- 
ably a proposal that is DOA when it gets here, so if we want to 
be honest, we better be careful what we are requesting. 

Mr. Orszag. OK. 
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Senator Murray. Let me go back to education really quick in my 
last minute. Senator Conrad mentioned it as well. We have got to 
educate people today for the jobs that are going to be out there, 
whether they are health care or green energy or whatever it is. 
And if we do not do that, all is going to go to naught for all the 
money we are putting out there to try and get our economy back 
on track. 

I chair the Workforce Investment Subcommittee, and we have 
been trying to reauthorize the Workforce Investment Act, which is 
really the backbone of our national efforts, and I wanted to ask you 
if the administration was going to work with us to try and get that 
authorized so we can move forward and give people the skills they 
need to be able to compete in the jobs that we want them to be in. 

Mr. Orszag. Absolutely, and I believe the President touched 
upon that topic in his speech today, too. 

Senator Murray. OK. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you. 

Senator Whitehouse. 

Senator Whitehouse. Thank you, Chairman. 

Welcome back. Peter, I applaud the more honest picture that this 
budget presents, and I applaud its focus on the long-term chal- 
lenges we face, which are severe, in energy, education, and, most 
particularly, in health care. You know how I feel about the health 
care question, and I could not be happier that it is here. 

If you look at what I have long considered to be the guidepost 
for this reform, it is information technology infrastructure; it is im- 
provements in quality and in prevention investments in areas that 
will save costs overall; and it is reform of the payment system so 
that we are sending a signal with our dollars that matches from 
a societal point of view what we want Americans to enjoy, which 
is better health care. And I think the budget touches on all those 
areas in important ways. 

My mental image of this is that our current system is like a 
cruddy old plant that runs and breaks half of the stuff as it makes 
it. It catches on fire every second or third day and wastes an enor- 
mous amount of oil and energy and is really bad design, bad sys- 
tems design. We can move to a better, more efficient one that pro- 
duces a better product with less casualties and less cost and less 
waste and less aggravation and all of that. 

If you were in a factory floor and you were making that transi- 
tion, you would not only put investment up, which you do, but you 
would also have somebody responsible for managing that transi- 
tion. And what I do not see yet is how this transition is going to 
be managed. I do not think CMS can do it. I do not know that you 
want to have this managed directly out of the White House on a 
day-to-day basis. I know that we in Congress cannot do it. We can 
do great big, simple, blunt moves. But the type of dynamic over- 
sight of a multivariable, ongoing process on which, I think we be- 
lieve in many respects, the fiscal future of the Nation depends is 
going to be quite a challenge. And that is what I do not see. 

How is that transition going to be managed? It is one thing to 
put this downpayment down, bravo for you, it is brilliant, and I 
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will work with you as hard as I can to make sure you get all the 
support you need. But how do you manage it? 

Mr. Orszag. Well, there are different approaches. It will depend 
on what is done in the legislative process over the next few weeks 
and months. I will give you a couple examples. 

Senator Baucus has proposed a health institute or a health board 
that would manage a lot of those decisions. 

Senator Rockefeller has proposed something similar, basically 
MedPAC on steroids, where a technically competent body would 
help guide 

Senator Whitehouse. Some type of authority. 

Mr. Orszag. Authority, would help guide those decisions. Under 
the Healthy Americans Act, the role of the exchanges is crucial, as 
it is in Massachusetts with the Connector. So there are lots of dif- 
ferent models. 

Senator Whitehouse. I am relatively familiar with the legisla- 
tive proposals. What I do not see is an administration proposal. 

Mr. Orszag. Oh, I am sorry. And from the administration per- 
spective, Governor Sebelius will be making visits this week. We 
would like her to be confirmed as quickly as possible. The White 
House has named Nancy-Ann DeParle as the White House Coordi- 
nator on Health Reform, and she will be visiting up on the Hill, 
working with staff and with Senators and Members of Congress 
starting this week. 

So we are ready to roll up our sleeves, and it is going to — I mean, 
the fact of the matter is it will require a team effort from the ad- 
ministration along with a team effort from the Congress to get this 
done. 

Senator Whitehouse. So there is no fixed administration posi- 
tion at the moment on how this should be managed. You know that 
it should be, you are aware of the different options that are out 
there, and Governor Sebelius will be coming on board, and then 
you will sort through it. Is that 

Mr. Orszag. Well, no, I would — OK. So there is how you actually 
manage the system itself versus how you manage the policy proc- 
ess. The policy process naturally will depend on not only hopefully 
soon-to-be Secretary Sebelius but also Nancy-Ann DeParle, and 
then clearly other members of both the economic and other teams 
will be involved — Secretary Geithner, Larry Summers, myself. 
Health care touches upon so many aspects not only of the economy, 
but of the Federal budget and State government. It is natural that 
a team effort will be required, and we will be presenting you with 
a team, and there will be clear points of 

Senator Whitehouse. I am hearing you saying this is going to 
be actually managed at a very senior executive level 

Mr. Orszag. Absolutely. 

Senator Whitehouse [continuing]. Rather than turfed off to an 
organization. 

Mr. Orszag. No. This is going to be managed at the highest lev- 
els, yes. 

Senator Whitehouse. I think my time has expired. Thank you. 

Chairman Conrad. Senator Warner. 

Senator Warner. Thank you, Mr. Chairman, and let me add my 
voice to those who applaud the honesty in the budget and also 
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some of the policy directions. We may have some differences on 
how we get there, but I think the policy directions are headed in 
the right way. 

One concern that I have is that while recognizing we are in this 
enormous economic challenge, which generated the requirement for 
the American Recovery and Reinvestment Act — and you have laid 
out a very bold agenda going forward — an area that may not be 
quite as sexy but one that I hope would get requisite attention is 
how those funds that are being spent are at least spent efficiently 
and effectively. I would like to hear some of your comments about 
both the role of the Chief Performance Officer, the Chief Tech- 
nology Officer, and your Chief Information Officer, and how they 
are going to intersect. From personal experience, in Virginia when 
we had enormous budget shortfalls, it was a challenge, but it also 
allowed us to bring a great number of efficiencies to our system 
and resulted in us being named best managed state in the country. 

We found a lot of those efficiencies, I would add, not only 
through programmatic review — and I know OMB creates a hit list 
of programs that perhaps need to be reviewed, but I would just en- 
courage you, as you develop these roles, to think about expanding 
oversight not just — across government, but particularly in the HR, 
technology and procurement areas, where I think we could see dra- 
matic savings. I would love to see more emphasis on that. 

Mr. Orszag. Sure. Let me comment on two aspects of that. 

Last week, the President talked about reforms that we will be 
putting in place to procurement and contracting, so that the cost 
overruns that I talked about before will be much less likely to 
occur. The budget includes significant efforts at program integrity; 
that is, making sure that the right provider or the right person 
gets the right benefit at the right time, instead of having improper 
and erroneous payments. And, in fact, we dialed that up as sub- 
stantially as possible based on hard evidence. There is $50 billion 
in savings from reducing erroneous payments based on credible evi- 
dence about what works and what does not in reducing them em- 
bodied in this budget: at HHS, in terms of improper payments to 
Medicare providers; at the Social Security Administration; in the 
Tax Code. And I think that is exactly what we need to be doing. 

In addition, the Recovery Act clearly raises a challenge in terms 
of spending the money not only quickly but wisely. We have al- 
ready put up online Recovery.gov where there will be significant 
transparency provided; appointed a head of the Oversight Board, 
Earl Devaney, who is well known for being a very tough Inspector 
General; and are working actively not only with Cabinet Secre- 
taries but with Governors and others to make sure this money is 
spent wisely and well in addition to quickly. 

Senator Warner. I would only add, though, that both in terms 
of ongoing, going forward, I have seen estimates in the past of tens 
of billions of dollars when we simply rationalize the different tech- 
nology systems we have, not only across agencies but across sec- 
retariats. And if leveraging our purchasing power on the procure- 
ment side, not simply in terms of missed payment, but simple busi- 
ness practices, and at moments of crisis, from at least prior experi- 
ence, you might find a Federal work force that might be more will- 
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ing to make these kind of systemic changes during these chal- 
lenging times, No. 1. 

No. 2, on the Recovery Act, I know you have appointed a very 
appropriate Inspector General. My hope would be that their role 
would not just be to look back, but it would also be a forward-look- 
ing process. 

Mr. Orszag. Absolutely. 

Senator Warner. As you are looking at certain areas like health 
care IT, which, Senator Whitehouse, is a terribly important area in 
health care reform, broadband, weatherization of some of the en- 
ergy projects, projects that have been underfunded in the past, you 
are going to ask them to ramp up very, very rapidly, trying to bring 
in and put templates in place on the front end, as well as just com- 
mon definitions. I know a lot of this is going to be driven around 
jobs, but if you have got 50 different States all defining job creation 
in a different way, it could prove to be a problem. 

These are areas that I would hope we can just continue a 

Mr. Orszag. And let me just — I know we are running out of 
time. Let me just very briefly point out, the President appointed 
the person who used to be the Chief Information Officer for the 
D.C. Government. He now works at OMB as the Chief Informa- 
tion — 

Senator Warner. Prior Virginia Secretary — Assistant Secretary 

Mr. Orszag. Yes, and he is fabulous. We need to be moving — we 
have underinvested in IT and IT efficiencies, and we need to be 
moving much more aggressively so that we are obtaining the bene- 
fits that many State governments and city governments have ob- 
tained from using information technology more intelligently. We 
need to do that at the Federal level, too. 

Senator Warner. Mr. Chairman, I simply would love to see this 
Committee at some future date spend more time on this effort. We 
may have policy differences. We may have, I think equally on both 
sides of the aisle, concerns about some of the deficits. But how we 
truly look at spending dollars more efficiently I think would be the 
subject of, I know from my standpoint, a great deal of interest, and 
probably some of the other members. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Warner. 

Senator Sessions. 

Senator Sessions. Thank you, Mr. Chairman. 

Governor Warner — now Senator Warner — like most Governors 
has to deal with efficiencies and productivities, and they work hard 
at it, I think generally because they have to have a balanced budg- 
et. We do not. But I was Attorney General, and we had a financial 
crisis, and I saved every dime I could save. I would just say, Sen- 
ator Warner and Mr. Orszag, you are going to need to personally 
drive that if you are going to change, because this Congress and 
no administration since I have been here have the kind of commit- 
ment to efficiency and productivity that most Governors have. It is 
such a big Government, people just do not think that is important, 
but a few billion here and a few billion there can add up in the 
long run. And I can assure my colleagues, based on my experience 
in Government, that we could do a lot better, in my personal opin- 
ion. 
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The example that we set by passing the stimulus package, $800 
billion thrown together in a rush-rush manner with very few real 
amendments and that kind of thing was just stunning. And now we 
are moving forward with a package with 9,000 earmarks. And you 
say, “That is OK, we will worry about it next year.” That is not a 
very good answer, I think as the Washington Post replied today, 
and the editorial yesterday. 

We have got to get serious about this spending. The amount of 
it is just breathtaking. In my opinion, Senator Gregg is just incon- 
testably correct. This budget is more spending, more taxes, and 
more debt. That is what this budget is. It cannot be defined in any 
other way. And not just a little bit more spending, more taxes, and 
more debt. A lot of it in all three categories. 

And so I just want to tell you, I am prepared to do some things 
in this economic crisis and willing to work with the administration. 
But if, as Senator Gregg alluded, this represents a philosophical 
commitment by this administration to alter the historic vision of 
America as a Government of limited Government and lower taxes 
and free market capitalism, if it is a commitment that results in 
any significant change in that, count me out. 

So let me ask you, doesn’t this budget reflect an alteration of a 
rather significant nature in the classical understanding of the size 
of the United States Government? 

Mr. Orszag. No. And, in fact, I mean, while it does represent a 
change in course, let us look at the revenue proposals. The revenue 
proposals after 2011 that are generating so much discussion would 
return the marginal tax rates for the top two marginal tax brackets 
to the levels that existed in 1993. And at that time, just like now, 
catastrophe was predicted. If you look at the historical record, any- 
thing but is what occurred. 

I do not think returning marginal tax rates for the top 5 percent 
of the population to what existed in 1993, which then kicked off a 
decade of strong economic performance and strong stock market 
performance, represents a dramatic 

Senator Sessions. Do you think the tax increase kicked off that? 

Mr. Orszag. The policy changes that were put in place in 1993 
helped to encourage economic activity by reducing our out-year 
deficits and encouraging activity, yes. 

Senator Sessions. Well, we will have a debate on it, but — and I 
do not want to go into all at this point. But, of course, the cap-and- 
trade tax increase is a huge burden on the entire economy also. 
And some of that money will be given back, but if you look at the 
budget, I do not think it is expected that all of it will. And as Sen- 
ator Gregg indicated, we are going to look at no paydown of the 
debt. 

I saw Reuters apparently today had an article that suggested 
that OMB had not directed or said to the Defense Department that 
they must delay the replacement of the refueling tanker, the Air 
Force’s No. 1 priority, for quite a number of years, actually. What 
can you tell us about that? 

Mr. Orszag. What I can say is we are going to have a more de- 
tailed budget in April and that decisions about the tanker — and not 
only the tanker, but other defense procurement decisions — will be 
left up to the Defense Department, and in this case the Air Force. 



609 


And so the suggestion that somehow OMB dictated or directed this 
is incorrect. 

Senator Sessions. Well, what OMB has been known to do is they 
give you two or three — oh, my time is up — two or three alter- 
natives, none of which are acceptable to the Defense Department, 
and they have to choose between bad choices and, in effect, it di- 
rects something. Is that the nature of this 

Mr. Orszag. I think given cost overruns of almost $300 billion 
in the defense budget, the Defense Department will have lots of op- 
tions to put itself on a sounder course. 

Senator Sessions. Well, it is pretty clear to me that the stimulus 
package did a lot for a lot of different things. It did zero, virtually, 
for the Defense Department, and I am worried about that direction. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you. 

Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chair. And wel- 
come, it is good to have you before the Committee, Mr. Orszag. I 
must say it is a daunting challenge to lay out a road map to ad- 
dress the Bush legacy of economic disaster, but, nonetheless, you 
have undertaken that, and I think a superb proposal in which to 
chart the path out of that disaster, and your emphasis on education 
and energy and health care, I applaud, while you and the President 
taking that in your focus on honest accounting as well. 

I want to ask you a few detailed questions. One, in terms of the 
way you envision the option under cap-and-trade, do you envision 
it as an all-comers option or as an option possibly limited to those 
participants who need to buy credits in order for their carbon diox- 
ide production? And I ask this question because there was a lot of 
discussion in the last couple years of how hedge funds, pension 
funds, and others affected the market in oil futures and drove up 
the price of oil. Is that something that we can avoid by how we 
structure this auction? 

Mr. Orszag. I think a lot of the details of how a cap-and-trade 
auction system would work remain to be worked out. Is it up- 
stream or downstream? Is it restricted or not? 

I would note, though, that to the extent that there are financial 
markets that exist, even if you do not auction the permits, financial 
markets can trade in the secondary market, and you would need 
an appropriate set of regulatory policies to govern the trading, be- 
cause it is not really a question of whether — I know this came up 
before. It is not really a question of whether the permits are auc- 
tioned or not. It is whether there is secondary trading that occurs, 
and there will be secondary trading because that helps to provide 
liquidity to the permit market. 

Senator Merkley. Thank you. So it is a discussion yet to be had. 

Mr. Orszag. Yes. 

Senator Merkley. And details to be worked out. 

Also, I wanted to observe that I believe that you use some of the 
proceeds of the auction to sustain the tax credit for working Ameri- 
cans. 

Mr. Orszag. Yes, sir. 
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Senator Merkley. And when one takes into account that tax 
credit as weighed against the higher energy costs, does an average 
family come out with higher costs or lower costs? 

Mr. Orszag. Well, it would depend on exactly how this was put 
in place, but all in all, if you look at the benefits in terms of Pell 
grants and other benefits provided through the budget, this budget 
makes the vast majority of Americans better off. 

Senator Merkley. Thank you. And, third, I wanted to address 
high-speed rail. I believe there was $8 billion in the stimulus pack- 
age, then $1 billion a year for 5 years in this budget. That is not 
a lot of money when it comes to the cost of high-speed rail in that 
I believe the estimate of building a rail line from San Diego to San 
Francisco is about $40 billion. 

What do you envision being accomplished with this seed money? 

Mr. Orszag. Well, I would say first the Recovery Act money was 
a historic investment relative to what has been done so far, and the 
budget builds upon that. The estimates of how much it will cost de- 
pend on what one does, so there are significant differences between 
the levitation and the very, very high-speed rail, you know, more 
than 200 miles an hour, versus Acela-like speeds of 125 to, say, 150 
miles an hour. The cost is very sensitive to what you mean by high- 
speed rail. 

Senator Merkley. Thank you. 

That is all my questions, Mr. Chair. Thank you. 

Chairman Conrad. Thank you. 

Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. Having heard the 
Director this morning in the Finance Committee on health care, I 
know he is in the middle now of a double header, and I think what 
I will do is get into a couple of other areas very briefly, starting 
with taxes. 

I think we all understand the Tax Code is going to melt down 
next year. There have been thousands and thousands of changes to 
the Code in recent years. It comes now to three for every working 
day, year in and year out. 

The administration has proposed still more changes, particularly 
in areas of charity and mortgages, and I think my question with 
respect to taxes is: How does what you are proposing this year on 
taxes fit into the prospect of tax reform next year when I think 
there is a real bipartisan possibility of a tax reform bill that broad- 
ens the base, cleans out a lot of these special interest perks, and 
uses that money to hold down rates and keep progressivity? Tell 
me, if you would, how does the set of tax changes that you are pro- 
posing this year fit into the prospects of tax reform next year? 

Mr. Orszag. Well, just as an example, one of the biggest sets of 
concerns or loopholes in the Tax Code involves international trans- 
actions for corporations. The budget includes $210 billion in that 
area. One of the biggest issues involves deferral of profits earned 
abroad. We specifically mention that. There are many other steps 
that the Treasury Department believes are warranted to clean out 
that base, as it were, and promote an overall tax reform, which, 
again, I think I agree with you would be desirable. 

Senator Wyden. I would like to start working with you now, Di- 
rector Orszag, on that, because I think like health care, it goes 
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right to the heart of how we are going to grow the economy. I think 
we understand that economic growth and fixing health care are two 
sides of the same coin. If you had three sides to a coin, you would 
probably put tax reform on it, too. So I want to start working with 
you on that. 

Senator Gregg has also done some very good work over the years 
on tax reform as well. 

Let me go now to something that is very important in the Pacific 
Northwest, and that is the question of funding these programs to 
fight fire. 

Mr. Orszag. Yes, sir. 

Senator Wyden. And what has happened there is the previous 
administration just pushed the Forest Service constantly, almost to 
the brink of bankruptcy, by refusing to fund the growing cost of 
wildfire fighting. 

Now, to pick up on the Chairman, I brought a couple of charts. 
The first shows how, since 1991, the fire spending by the agency 
has eaten up a larger and larger share of the agency’s budget. By 
2009, it came to 48 percent of the agency’s budget. That is in the 
first chart. 

The second chart, which Ms. Miranda has, shows how the Forest 
Service, when fire spending is removed, has taken the biggest hit 
of all of the agencies. It comes to a little over 35 percent. 

So I would like to pursue with you — and I think what you all did, 
as with much of the budget, moves in a constructive way because 
you set up what is, in effect, a contingent reserve account. 

Mr. Orszag. Correct. 

Senator Wyden. And I think that that is a step in the right di- 
rection. But we are still going to end up shorting a lot of these ac- 
counts, like Fish and Wildlife and Forest Management. And, frank- 
ly, that helps us care for the health of the forests. It helps us re- 
duce the hazardous fuels. It is one of the reasons we will not have 
to spend so much on fighting fire. 

Can I continue to work with you on the question of shoring up 
these other accounts and what is, in effect, this contingent reserve 
account? 

Mr. Orszag. Absolutely, and I was scrambling to find the exact 
numbers, but the budget includes not only, if my memory is cor- 
rect, something like $1.5 billion to reflect the average wildfire sup- 
pression costs, but also a $300 or $400 million contingent reserve 
precisely so that other accounts do not need to be robbed in order 
to address wildfires. 

Senator Wyden. A group of us in the House and the Senate have 
actually introduced legislation today that calls for a separate wild- 
fire suppression account because of this sort of back-door process 
of robbing these funds. We want to continue to work with you on 
it. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Wyden. 

Senator Feingold. 

Senator Feingold. Thanks, Mr. Chairman. Director Orszag, 
thank you for being here, and in several ways this budget is a huge 
improvement over what we have seen over the previous 8 years, in- 
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eluding the fact that you include a number of important costs that 
the previous administration simply pretended did not exist. 

Having said that, let me ask you a few questions. The President 
includes some policies in his budget baseline as if they were al- 
ready the law. I believe the annual hold-harmless patch for the al- 
ternative minimum tax is assumed, as is the permanent extension 
of the 2001 and 2003 tax cuts. 

Mr. Orszag. That is correct. 

Senator Feingold. Rather than including those policy assump- 
tions in the baseline, why didn’t the President just include those 
policies and their cost in his budget request, preferably with other 
policies that would offset those costs? 

Mr. Orszag. Well, I understand and respect the baseline that is 
traditionally — has been used by this Committee. The President 
feels that that does not conform to a popular understanding of 
what current policies are. And if you look, for example, at what the 
Congressional Budget Office did in its long-term projections, when 
it put forward an alternative fiscal scenario that was intended to 
capture the thrust of current policy, that is very similar to the 
baseline that is reflected in the President’s budget. 

Senator Feingold. Let me switch to something else. The Presi- 
dent insisted that the nearly $800 billion stimulus bill be free of 
earmarks, and I was pleased to see that Congress respected that 
request. Clearly, the President can have a real impact on this topic. 

With that in mind, what other bills will the President insist be 
free of earmarks? 

Mr. Orszag. The President feels very strongly that the earmarks 
need to be reduced even further, and that they need to be much 
more transparent. I think you are going to see we are actively 
working with the congressional leadership to come up with an 
agreement on what to do with regard to earmarks. And I think you 
will see that coming in the very near future. 

Senator Feingold. Well, I hope he goes back to what he did on 
some occasions with the stimulus bill as saying no earmarks. I 
would recommend that as a strategy in the future. 

If Congress passes legislation giving the President authority to 
rescind earmark spending along the lines of the line-item veto bill 
that I introduced recently, will the President sign that bill into 
law? 

Mr. Orszag. The President during his campaign spoke about a 
line-item veto that would need to be done in a constitutionally valid 
way. Enhanced rescission powers are also a possibility. I would 
note that even under current law, after passage of legislation, the 
President can propose a package of rescissions. And so any piece 
of legislation that is enacted, including the omnibus, can be re- 
viewed by the administration and a package of rescissions can be 
proposed, which has happened in the past. 

Senator Feingold. But would he be inclined to sign a bill that 
provides for an enhanced rescission/line-item veto approach that he 
believes is constitutionally permissible? 

Mr. Orszag. Inclined, yes. Of course, we would have to look at 
the specifics. 

Senator Feingold. Fair enough. I commend the President for 
committing to use only emergency off-budget funding for the incre- 
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mental costs of ongoing overseas operations and not for base or on- 
going activities, such as security assistance and enhancements to 
intelligence surveillance and reconnaissance activities. I do not 
think we should be increasing the deficit to pay for such foresee- 
able operations or predictable recurring costs. Those items should 
be included in the regular budget. 

With that in mind, what definition of war costs will you be using 
as you prepare the supplemental for overseas operations? Explain 
to the Committee how you will draw the line between procurement 
that should be funded using emergency spending and that which 
should not? 

Mr. Orszag. The goal, again, is to — let me back up. Too much 
of the supplemental that have occurred over the past few years 
have actually reflected base funding, and we are trying to move 
that stream of funding into the base budget, as would be more ap- 
propriate. 

You will see a supplemental, we will be coming to you with a 
proposal over the next few weeks which is necessary to fund the 
war, and I think you will see at that point the definition that we 
are adopting. The budget includes a $75 billion supplemental for 
the remainder of this fiscal year for the war. 

Senator Feingold. Thank you, sir. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Feingold. Thank you, Di- 
rector Orszag. 

A couple of quick things I would like to review with you. It is 
our understanding that we will have sufficient functional detail 
from the administration so that we could write a budget during 
this work period. Is that 

Mr. Orszag. That is my understanding also, yes. 

Chairman Conrad [continuing]. Your understanding? 

Second, with respect to climate change legislation, this is going 
to be extraordinarily difficult to accomplish. Tip O’Neill once said, 
“All politics is local.” I represent a State that — most people do not 
think of North Dakota this way, but we are an energy State. We 
are a large oil and gas producer. We are a large coal producer. We 
generate electricity for nine States from the State of North Dakota. 
Climate change, frankly, in North Dakota would be quite welcome. 

I say that — you know, press, do not run out and say that Conrad 
said climate change would be welcome. That is a joke. 

But the reality is I find it unlikely that climate change legisla- 
tion will pass that does not have some allocations reserved for es- 
pecially hard-hit industries. You know, I think that is just a re- 
ality. And there is increasing talk — I certainly hear it — of the use 
of reconciliation for the purpose of climate change legislation. I 
think that has a series of challenges attached to it as well, espe- 
cially given the Byrd rule. And I hope people are thinking very 
carefully about how all these things intersect: 

No. 1, the effect of the Byrd rule in writing substantive legisla- 
tion here. We have been told by parliamentary experts that if one 
tried to write comprehensive legislation using reconciliation, the 
legislation, once the Byrd rule had been applied, would look like 
Swiss cheese. 
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No. 2, if we were to move it in reconciliation, then only a simply 
majority vote would allow the prevailing side to advance legisla- 
tion. I think there are an awful lot of Senators who are on the mar- 
gins on this issue who would be very concerned to see their lever- 
age reduced by that mechanism. 

And, third, the notion that there be no allocations for especially 
hard-hit industries tells me the prospect of succeeding in legisla- 
tion would be an even more distant hope. 

So I hope people are open to understanding that, you know, ev- 
erybody has their own view, but to accomplish big things takes 
compromise around here. 

That takes me to the question of this budget. What is the White 
House view with respect to the budget and the committees that 
have responsibility here? Is there a willingness to have a back-and- 
forth here to try to get a budget that can pass? Or is it the feeling 
that we ought to take the budget that has come here and pass it 
pretty much as is? 

I say this because I have colleagues coming to me now every day, 
every time I go to the floor, another colleague comes and sits down 
beside me and says, “If this is it, don’t count on my vote.” I have 
had enough colleagues now tell me that about enough provisions in 
this budget to absolutely assure we cannot pass a budget. I gave 
a speech at noon to our caucus and told them, “Please don’t be 
drawing lines in the sand.” I have tried not to draw lines in the 
sand. I hope the administration is not going to draw lines in the 
sand. 

What can you say with respect to that? 

Mr. Orszag. Well, let me say a couple things. 

First, we had a policy process, and we think that the set of pro- 
posals in here reflects our best judgment about the right way of 
moving forward. I understand that other folks have different ideas, 
and I hope you know I have a reputation for working with you, and 
I look forward to doing that. 

I would also note, though, the difficulty of wanting to do even 
more deficit reduction, concerns about some of the revenue pro- 
posals, concerns about some of the spending reductions, and how 
it will all fit together. So, absolutely, I want to work interactively 
and we want to work interactively with you. I would just come 
back and say we went through a policy process. This reflects our 
best judgment, and we look forward to working with you to get to 
a budget resolution. 

Chairman Conrad. Well, I found interesting reading in the New 
York Times about reactions to some of our reactions here to the 
budget. Let me just make very clear from my perspective, we have 
got an obligation to take what the administration has sent us. We 
have great respect for it. I have tried to say that publicly. But, you 
know, we have got a responsibility here, too, and if we do not get 
the votes, it is kind of an empty exercise. And getting the votes — 
anybody who thinks it is going to be easy to get the votes on a 
budget in the conditions that we face is smoking something. 

I would add two things. On the question of the limits on deduct- 
ibility, I have heard from many members concerns about that — the 
effect on charities, the effect on housing when there is already a 
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housing downturn. So that has clearly in the budget proposal come 
up. It is one hot spot area. No doubt you have heard it as well. 

Second was on agriculture, and, you know, I represent an agri- 
cultural State. I just spent the last year and a half getting a farm 
bill passed, and we paid for the farm bill. We paid for the farm bill. 
But precious little else is paid for around here, and I was a little 
taken aback to read that people are suggesting somehow the farm 
bill was not financially responsible or fiscally responsible, because 
of all the things that have occurred around here in the last 2 years, 
one of the very few that was actually paid for — and it was done at 
my insistence — the farm bill was paid for. So we made a lot of 
tough choices. We raised money. We made spending reductions. 

And so those who suggest it was not fiscally responsible, I do not 
think they are very aware of the history of how we got a farm bill 
passed here with 81 votes, overcoming two Presidential vetoes, and 
reopening that at this moment is probably not a real propitious 
way to advance this budget. 

With that, I would call on my colleague. 

Senator Gregg. Thank you, Mr. Chairman. 

You did not ask the question, so I will ask it: Does the adminis- 
tration support the use of reconciliation relative to the carbon tax, 
also known as a national sales tax on energy? 

Mr. Orszag. What we have said with regard to both health care 
and energy is that we would prefer not to start there. But we are 
not taking anything off the table at this point. 

Senator Gregg. Well, I would just make the point that reconcili- 
ation is a very unique vehicle. I do not recall in my experience — 
and I think that reconciliation has been used most aggressively 
during the period that I have had the chance to serve in the Con- 
gress, so I think I have been there for the big reconciliation 
events — that it has ever been used on an issue that is ab initio of 
the size of the national sales tax on energy, or on an issue that is 
as all-encompassing and as complex as health care. 

It has, obviously, been used aggressively — aggressively on a lot 
of authorization bills, a lot of authorizing areas, and 2 years ago 
it was used very aggressively in the student loan area, which I 
would represent is one of the reasons why the private sector is not 
necessarily doing so well on student loans. And it has obviously 
been used on tax policy, but not on rewriting the entire tax laws. 
That was done in an open-field event in the 1986 act. 

So to initiate a reconciliation effort in the area where you are ba- 
sically creating a brand-new, massive exercise in an attempt to ad- 
dress global warming, with a carbon tax and cap-and-trade and all 
the different ramifications of that, would be, I believe, to depart 
from the purposes of reconciliation and create real consternation, 
if not outright — well, it would be an act of violence against the sys- 
tem here in the Senate, in my opinion, of open debate. And you 
probably are not going to get to where you want to go if you did 
that. I do not think you can do it on health care, anyway, because 
of all the Byrd rule issues. But I am not so sure about the carbon 
tax. 

So I think the fact that the administration has not taken that 
off the table probably undermines the ability to draw in people like 
Senator Alexander and myself, and Senator Graham, who have all 
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been sponsors in the past of initiatives in the area of limiting emis- 
sions, because we will be concerned that if we step into this exer- 
cise, we will be blindsided with a reconciliation exercise. And there 
is no point in stepping into the exercise if we are going to be shut 
down in our ability to influence it. So I think that is a concern — 
not that you really care. 

On the issue of 

Mr. Orszag. I do care, but OK. 

Senator Gregg. On the issue of the budget, I am entertained by 
the fact that we are not going to get the specifics of the budget 
until after we pass the budget. You parried a number of questions 
from my colleagues on the other side with the statement, “Well, 
when we send up the real budget in April, we will have more spe- 
cifics on that.” By the time you send up the real budget in April, 
we will have passed the budget. 

Mr. Orszag. As you know, it is normal during a transition year 
to put forward an overview like we have done. You have 6 weeks 
to put together something that normally takes 6 months, and then 
to followup with a more detailed budget thereafter, that is exactly 
what has happened during past transitions also. 

Senator Gregg. Do you then expect that your serious budget 
with the serious detail is going to come to the Congress after the 
Senate has voted on its budget and the House has voted on its 

Mr. Orszag. Let us be clear about what you are filling in. You 
are filling in below the top lines for each agency the detailed appro- 
priations that 

Senator Gregg. Well, you are putting in enough so that you 
could not answer questions here today that were asked. There were 
three questions asked 

Mr. Orszag. One was on tankers — what were the other questions 
that I could not answer? 

Senator Gregg. There were three of them — and I have forgotten 
the specifics — on the issues, and you said, well, when we get the 
budget 

Mr. Orszag. I think they all were with regard to sub-total discre- 
tionary questions, which are decided as part of the appropriations 
process later in the year. 

Senator Gregg. So you expect your 

Mr. Orszag. We have provided the top lines in the functional 
numbers that you need to write a budget resolution. 

Senator Gregg. But the detail is not going to come until after 
the budget resolutions are voted on. 

Mr. Orszag. But the budget resolutions do not govern that sub- 
detail. So, in other words, we are providing the level of detail 

Senator Gregg. You do not think when a budget goes to the floor 
of the Senate that there is not a lot of discussion about what the 
detail of those gross numbers is? 

Mr. Orszag. I will defer to this Committee’s judgment, but I be- 
lieve this is exactly what always happens during a transition year, 
and we are providing the information you need to write a budget 
resolution. 

Senator Gregg. Well, that may be, but I would think that it 
would be incomplete if you are not going to put the meat on the 
bone before we have the votes on the issue. 
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You said you support rescission, and you have the authority for 
rescission, so in the omnibus which we are about to vote on right 
now, what will you — will you be sending up rescissions relative to 
earmarks? 

Mr. Orszag. The normal process is to have legislation enacted. 
The administration then has the ability to propose a set of rescis- 
sions, and so at the appropriate time, we can come back to you, if 
it is appropriate, with a package of rescissions. 

Senator Gregg. Well, since the majority — and it has the right to 
do this — is not allowing any amendments to this package to pass — 
they are allowing us to offer them, and I greatly appreciate that 
courtesy, and I think it is appropriate. But they have got the votes 
to stop them. So we know what the form of the omnibus is, and 
you have known it for a while since you helped write it. And, there- 
fore, my question would be 

Mr. Orszag. Well, I did not — the administration has not been in- 
volved in writing the omnibus at all, period. And, in fact, I want 
to emphasize this. There have been Cabinet Secretaries who have 
wanted to come up to the Hill to ask for this or that as part of the 
omnibus. The administration has not been involved in writing this 
omnibus legislation. It was largely done last fall, and that is what 
it is. 

Senator Gregg. Well, it was not largely done last fall. The add- 
ons occurred between last fall and now. It occurred since you have 
taken office. But let us accept the fact that you were not involved 
in writing those add-ons, but you have had a chance to read it, be- 
cause it has existed for a while. It passed the House. It is going 
to pass the Senate. Is there nothing in this bill that is going — as 
it has passed the House and is going to pass the Senate today, that 
you will send — that you can tell us today you are going to send a 
rescission up on? 

Mr. Orszag. Again, I want to allow the legislation to be enacted. 
We will then review it as enacted, and if it is appropriate, we will 
be proposing, as the President is allowed to do, a package of rescis- 
sions, which the Congress can then 

Senator Gregg. The President has said he is opposed to ear- 
marks. There are 9,000 earmarks in this bill. Could we presume 
that the President will send a rescission package up covering five 
of those? 

Mr. Orszag. I do not want to get in this game of presumption, 
but, again, you are correct that the level of earmarks in this legis- 
lation is higher than the President would have liked. 

Senator Gregg. Thank you. I appreciate your time. 

Mr. Orszag. Thank you, sir. 

Chairman Conrad. Thank you. Thank you, Director Orszag. 
Thanks for your service. Thanks for your extraordinary hard work 
coming into an incredibly challenging environment and doing a 
very professional job. We appreciate it. 

We will stand adjourned. 

[Whereupon, at 4:20 p.m., the Committee was adjourned.] 
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Senate Committee on the Budget 


Thank you Mr. Chairman, and Dr. Orszag welcome back to the committee. 1 don’t have 
a lot of time so I’m going to jump right in. 

Although there are several aspects of this budget that merit serious debate, I take issue 
with two provisions in particular: 

(1 ) The increase in the top two individual tax rates which would have a profound 

impact on small business, and 

(2) The proposed policy shift in the Abandoned Mine Land (AML) trust fund. 

The White House has said repeatedly that 97 percent of small businesses will see no 
tax increase in this budget, and when you look at the data based on the number of filers 
affected by rate change, you may have a point. 

But that’s because your data is skewed by the number of one- and two-job filers with 
business pass-through income. In your statement, an s-corporation with 250 
employees is treated the same as a hobbyist selling collectibles part-time over EBay. 
But I think we can all agree that the economic impact of raising taxes on the 250- 
employee s-corporation is more significant than the economic impact of a tax cut for the 
single hobbyist. A tax increase on the s-corporation will ripple through the company 
affecting jobs, wages and supply chains. 

The fact is, when you look at the proposed increase in the marginal rates from a jobs 
and income perspective, the economic impact is very large and very real: 

• According to 2007 Treasury Department statistics, pass-through income 
represents one-third of ajl business income. 

* Over 70 percent of this income is concentrated in the top two rates. 

* Thus roughly one-quarter of all business income would be subject to higher taxes 
under the Administration’s plan. 

♦ Moreover, a Gallup survey commissioned by the National Federation of 
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Independent Businesses reveals that half of the businesses that employ between 
20-249 employees will be affected by the increase in the marginal rates. 

So to say that only 3 percent of filers would be affected by the tax increase isn’t kosher 
- it’s just a marketing ploy to obscure the real and potentially hurtful economic impact of 
the tax increase. 

If you want to throw all statistics out the window entirely, this tax increase is STILL a 
bad idea. If marginal rates are allowed to rise, the income earned by small businesses 
and entrepreneurs - the economic engines of our economy - will be subject to higher 
tax rates than our domestic corporations. How is that good tax policy? How is that good 
economic policy? 

Second, I'm extremely disappointed with the provision in the President’s budget 
regarding the Abandoned Mine Land (AML) trust fund. For years, money that should 
have been going to states was kept in the federal Treasury for unrelated programs and 
budget gimmicks. The program wasn’t working for anyone and so we fixed it. 

I was one of the lead authors on a carefully constructed compromise that reauthorized 
the AML Trust Fund in 2006. That trust fund continued the tax on coal companies for 
each ton of coal they mine, but made sure that the money went where it was intended - 
to clean up abandoned mines and to help the states where that mining took place. 

Our compromise legislation included Democrats and Republicans. The coal industry 
and the United Mine Workers of America supported the bill. Members from certified 
states like Wyoming supported the compromise as did members from uncertified states 
like Pennsylvania and West Virginia. As a Senator, President Obama voted in favor of 
legislation that included this agreement. 

Rather than reneging on this promise, I hope the Administration can work with 
lawmakers to preserve this carefully crafted compromise. 


2 



March 9, 2009 


The Honorable Kent Conrad 
Chairman 

Senate Committee on the Budget 
624 Dirksen Senate Office Building 
Washington, D.C. 20510 

The Honorable John M. Spratt, Jr. 
Chairman 

House Committee on the Budget 
207 Cannon House Office Building 
Washington, D.C. 20515 


The Honorable Judd Gregg 
Ranking Minority Member 
Senate Committee on the Budget 
624 Dirksen Senate Office Building 
Washington, D.C. 20510 

The Honorable Paul Ryan 
Ranking Minority Member 
House Committee on the Budget 
207 Cannon House Office Building 
Washington, D.C. 20515 


Dear Senator Conrad, Senator Gregg, Representative Spratt and Representative Ryan: 

We are writing to express our strong support for including in the budget resolution the 
resources needed to enact comprehensive health reform legislation. In our view, such 
legislation should include effective provisions to reduce costs by improving the quality 
and efficiency of health care and help ensure coverage for every American. 

Legislation of this kind will reduce the rate of growth of both federal and private health 
care expenditures, and will thus improve the fiscal health of the nation. While the cost 
savings from improving the efficiency and quality of health care will be significant, many 
of the anticipated savings will be realized in the long term, and may thus not be evident in 
a ten year budget window. Moreover, CBO’s current scoring conventions do not 
recognize many of the savings to be achieved by a restructuring of the health care system. 

We believe, therefore, that it would be reasonable to develop an approach for health care 
reform that reflects both the near-term exigencies and long-term savings of such 
extraordinary legislation. Requiring spending or revenue offsets for the entire cost of 
health reform within a ten year budget window, as required under a traditional pay-as- 
you-go rule, will significantly reduce the likelihood of enacting legislation to achieve 
essential reforms for long-term savings. 

We therefore request that the committee develop a more flexible approach to pay-as-you- 
go for health care reform that reaffirms the importance of offsets but accommodates the 
need for significant short-term expenditures that will help set the health system on a path 
toward significant long-term savings and improvement in the long-run fiscal future of our 
country. 
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We commend you for your strong support of health reform, and took forward to working 
with you on this important national priority. 

AARP 

AdvaMed 

Aetna 

AFL-CiO 

America’s Health Insurance Plans 

American Benefits Council 

American Cancer Society Cancer Action Network 

American College of Physicians 

American College of Surgeons 

American Diabetes Association 

American Hospital Association 

American Medical Assocation 

American Osteopathic Association 

Blue Cross Blue Shield Association 

Business Roundtable 

Catholic Health Association of the United States 
Consortium for Citizens with Disabilities - Health Task Force 
Families USA 

Federation of American Hospitals 

Leadership Conference on Civil Rights 

National Association of Children’s Hospitals 

National Association of Community Health Centers 

National Association of Public Hospitals and Health Systems 

National Federation of Independent Business 

National Medical Association 

National Partnership for Women & Families 

National Retail Federation 

PhRMA 

SEIU 

U.S. Chamber of Commerce 



OMB Director Peter R. Orszag, Responses to Questions for the Record from 
Senator Bunning (Senate Budget Committee hearing, March 10, 2009) 

1. FFEL proposal, increase in debt 

Annual student loan volume is roughly $80 billion and growing. The vast majority of 
new loans have traditionally been financed in the private capital markets. Wouldn't the 
Treasury need to issue hundreds of billions of dollars of additional debt in the coming 
years if it were to make all new loans directly? 

Response 

In response to Federal Family Education Loan (FFEL) program lender concerns about 
insufficient capital to make student loans. Congress and the Department of Education 
established emergency programs that allowed FFEL lenders to essentially finance a 
significant portion of their loans through the U.S. government. Between these programs 
and the Direct Loan program, over 75 percent of all Federal student loans originated in 
the 2008-2009 school year were done so with funds from the Treasury. Under the 
Administration’s proposal, all Federal student loans would be originated through the 
Direct Loan program and financed by the Treasury up front. While this would increase 
near-term borrowing, the Administration’s proposal would produce significant budgetary 
savings, and thus reduce the overall debt in the long run. 

2. FFEL proposal, interest rates 

Isn’t the projected savings from this proposal essentially due to the fact that it leverages 
the current low-cost of Treasury debt? If Treasury rates rise unexpectedly due to the 
rapidly spiraling debt couldn’t that sharply reduce the projected cost savings of this 
proposal? 

Response 

The Administration was careful when it developed its FFEL savings estimates to account 
for the program's sensitivity to changes in interest rates, as well as the probability that 
interest rates could fluctuate in future years, I'he approach we took in the treatment of 
these rates is similar to the approach taken by CBO in its FFEL estimates. Our savings 
estimates, therefore, are robust to almost any realistic set of interest rate assumptions; 
even if Treasury rates and Commercial Paper rates return to their historical average, 
eliminating FFEL subsidies and ramping up the Direct Loan program will continue to 
generate savings for taxpayers. 


3, FFEL proposal, job losses 

Has the Administration done an analysis to project how many thousands of jobs will be 
lost with the private-sector based student loan program, and where those jobs are 
currently located? 
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Response 

The Administration has not conducted such an analysis, but we are already working with 
the FFEL community to give them a significant role in the future of the program through 
DL origination and servicing activities that will need to performed and done in volumes 
larger than ever before. We are anticipating a robust market for these services to be 
provided by multiple firms involved in the current FFEL program. Moreover, even when 
the Administration's proposal is adopted, FFEL lenders will continue to originate private 
student loans and other loans as parts of their existing lines of business. 

4. FFEL proposal, ED servicing costs 

Can we assume that the projected cost-savings of moving to direct lending do not include 
the life-of-loan cost of servicing for all new loans that would become the responsibility of 
the Federal Government? Such costs are currently folded into the subsidy rate of FFEL 
loans but not the subsidy rate for direct loans. Direct loan servicing costs are paid out of a 
separate annually discretionary spending account of the Education Department. Wouldn't 
annual appropriations to this account need to surge to cover the cost of servicing a 
growing portfolio of student loans, each of which can remain outstanding for as long as 
thirty years or more? 

Response 

Though the projected savings presented in the FY 2010 Budget from moving to 100 
percent direct loans does not include the costs of life-of-loan servicing, these additional 
costs will be presented in the Appendix. On balance, even with these additional 
administrative costs, originating all Federal student loans through the Direct Loan 
program would still result in significant taxpayer savings. 
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OMB Director Peter R, Orszag, Responses to Questions for the Record from 
Senator Conrad (Senate Budget Committee hearing, March 10, 2009) 

1. Public broadcasting 

Public broadcasting is funded as two-year advance appropriation, which currently 
amounts to $400 million a year. However, the nation’s economic crisis has created a 
difficult financial situation in public broadcasting. I’m told that the country’s public 
broadcasting stations face a revenue shortfall of more than $300 million in 2010 and may 
have to lay-off employees. Is the Administration aware of this issue and do you have 
plans to address the concerns of public broadcasting station leaders? 

Response 

The Administration recognizes and supports the role of public broadcasters in providing 
public service media. The enacted advance appropriations for the Corporation for Public 
Broadcasting (CPB) of $420 million in 2010 and $430 million in 201 1 will provide some 
stability to the public broadcasting system. The Budget also includes additional budget- 
year funding for CPB for 2010 to support system investments, as well as an advance 
appropriation for 2012 to support base operations. The Administration believes that 
broad support by government and the private and non-profit sectors has helped public 
broadcasters serve their communities effectively, and we are continuing to work with 
CPB to understand their resource needs and how they are affected by the current 
economic climate. 
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OMB Director Peter R, Orszag, Responses to Questions for the Record from 
Senator Crapo (Senate Budget Committee hearing, March 10, 2009) 

1. Potato Cyst Nematode eradication 

As you know from our previous discussions about this issue, since the Potato Cyst 
Nematode (PCN) discovery three years ago, approximately $30 million has been invested 
in our efforts to eradicate PCN. The Animals and Plant 1 leaith Inspection Service (AH IS) 
Potato Cyst Nematode eradication program has made significant progress in the 
eradication effort, and we have a chance of purring significant progress in the eradication 
effort through, and continued dedication of funding is paramount to this effort. It is 
estimated that $13.5 million will be necessary to adequately fund these efforts for 
FY2010. Arc you committed to fully funding the continuing Potato Cyst Nematode 
eradication effort in Idaho in the President’s FY20I0 Budget? 

Response 

The Administration recognizes the seriousness of the threat of potato cyst nematode. The 
Federal government has provided significant support for this program in the past. We 
will continue to support the program in the FY 2010 Budget. 

2. Cap and trade, impact on families 

I am concerned about the cap-and-trade proposal outlined in the President's budget and 
the costs it will have on the American taxpayer. 

The President’s budget predicts that a cap-and-lrade program would reap $79 billion in 
revenue beginning in 2012, increasing incrementally over the next few years to $83 
billion in 2019. The outline predicts that the total revenue raised between the 2012 
enactment through 2019 would be $646 billion. BP A estimated that the Lieberman 
Warner Climate Security Act, which had much less stringent emission caps, would have 
cost families at least $4,400 per year in increased energy costs. 

The President has decided to use 80 percent of revenues from the auctions to provide a 
tax credit to families that qualify. How much would this tax credit be worth to families 
that do qualify (because not all families qualify), and isn’t there still a major disparity 
between the tax credit and the amount families will have to pay in increased energy 
costs? 

Response 

The impact on household consumption that you cite is distinct from changes in energy 
costs, and is largely determined bv the provisions in the legislation that govern the 
amount of revenues returned to the public. As BP A stated in its analysis, "ii auction 
revenues were used to lower distortionary taxes, the costs of the policy would be lower.” 
The cap and trade proposal described in the Budget would return the majority of revenue 
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to vulnerable families, communities, and businesses to ease the transition to a clean 
energy future. As the details of the cap and trade legislation take shape through our work 
with Congress, we will use economic models and other information to inform the most 
effective and balanced approach. 

The climate change revenue estimate in the Budget is a conservative placeholder 
projection until legislation is more fully developed. Actual revenue will be more than 
sufficient to fund $15 billion per year towards a clean energy future and make permanent 
the $800 "Making Work Pay” tax cut for workers and their families, which will apply to 
about 95 percent of all American workers. Any additional revenue will be returned to the 
public to help them make the transition to clean energy. Consequently, we do not believe 
there is a major disparity between the tax credit and the increase in energy costs, and 
furthermore we will not allow struggling Americans to become overburdened with their 
electric and heating bills. We believe a market-based approach will spur American 
ingenuity and entrepreneurship to find the least expensive means to bring clean energy 
sources online, furthermore, through the Recovery Act we are already making a 
significant down payment to wcatherize homes that will help keep energy bills affordable 
for low- income families. 

3. Yucca Mountain 

Despite the lack of detail in the Department of Energy’s FY20I0 budget it appears clear 
that the Yucca Mountain project will take a severe funding hit this year. Every year we 
delay opening the Yucca Mountain facility we add a further $500 million in liabilities to 
the U.S. government and we make it clear to communities like those of my home town in 
Idaho falls that we have no intention of meeting our Federal commitments. If Yucca 
Mountain is off the table, then what is the Administration’s plan B for the safe disposal of 
spent nuclear fuel and high level waste? 

Response 

The Administration will engage in a policy process to explore the proper means for safe 
and secure isolation of the nation’s nuclear waste. It is not clear in advance that the 
projected costs of the government's nuclear waste storage liabilities for alternatives will 
exceed those previously anticipated for Yucca Mountain, including any potential 
liabilities. The Administration anticipates ample opportunity for Congressional and other 
input. 

4. Transportation contract authority 

I'd like to discuss transportation program contract authority. Page 92 of the budget 
document proposes to change the budgetary treatment of contract authority from 
mandatory to discretionary. The bipartisan leadership of the transportation authorizing 
committees in the Senate and the House strongly objected to this. 
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The submission from the Administration says that this scoring change would help ensure 
more “transparent” budget presentations. 

i.et me say that I never found the current way we score contract authority to be an 
obstacle to understanding the budget. 

So, if there is no important transparency issue, the question is whether there would be 
substantive consequences if this proposal were to be adopted. 

for example, are you proposing to change the legal status of contract authority, so that a 
contract authority dollar is of no more value than a dollar of authorization in a non-trust 
funded program? That does not seem proper given that highway users, for example, pay 
into a trust fund expecting there to be some trust in the trust fund, some assurance that the 
funds will be invested as intended. This seems to weaken the policy commitment to 
i n frast ruct ure i n vest men t . 

i have two questions about this issue: First, completely apart from transparency, what 
substantive and policy consequences do you think would result if this change in scoring 
contract authority were to happen? Second, wouldn't this change weaken the trust fund 
concept and, as a result, make it a harder to fund transportation infrastructure? 

Response 

The scoring change in the Administration's FY 2010 Budget is not meant to change the 
substance or policies relating to Federal transportation programs, nor is it intended to 
present a specific reauthorization policy or change how programs are currently executed. 
Procedural fy, the authorizing committees would continue to write bills that provide 
contract authority, which would continue to have same legal meaning, and the 
appropriators would continue to provide an obligation limitation. However, the scoring 
change would assign the budget authority score to the appropriators to reflect that the 
obligation limitation effectively represents the level of resources available to the program 
in that Fiscal year. 

We do not believe that scoring change would make it harder to fund transportation 
infrastructure. It is meant to make the budgetary costs of transportation programs more 
transparent, in the context of highways, the current challenge to the trust fund concept is 
the imbalance between revenues and spending: highway user lee revenues cannot support 
authorized spending levels in the near or longer-term. We look forward to working with 
the Congress to develop fiscally responsible long-term solutions for addressing this issue, 

5. Capital gains rates and investment 

This budget proposes to allow the tax rates on capital gains and dividends to rise from 
15% to 20% in 201 1 for individuals making more than $200,000 and couples making 
more than $250,000. First, 1 would like to echo the concerns that many have raised after 
reading this budget, that we should not be raising taxes on anyone during a recession. In 
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response, 1 know you have said that these tax increases will not take effect until 2011, 
when you project our economy will be in recovery. But when you talk about tax rate on 
long term investments, like the capital gains rate, doesn’t an announcement today that the 
rate will be going up in less than two years have the same effect as increasing taxes 
today? One of the main difficulties we are facing in this current economic crisis is (hat 
there is so much uncertainty that individuals and businesses arc keeping their money on 
the sidelines, rather than making investments now. An individual who might be 
considering making a long-term investment today isn’t so much concerned about what 
the capital gains rate is today, they are concerned about what the tax rate will be 2 years 
from now, or 5 years from now, when those long-term investments are hopefully yielding 
gains. As such, doesn’t the President's proposal that, for some individuals and couples, 
their capital gains rate will be going up in 201 1 serve as a disincentive for those 
individuals and couples to make investments now? And won’t they instead be more 
inclined to continue to keep their money on the sidelines instead of putting it into the 
economy? 

Response 

The predominant concerns among investors are when the economy will turn around and 
business profits begin to increase. Those expectations are much more important for the 
performance of the markets than the potential changes in capital gains taxes two years 
from now. Our program is designed to restore confidence in the financial sector, provide 
tax relief to the middle-class and small businesses, and undertake long-term investments 
in health, energy, and the environment that will strengthen our economy in the long run. 
If we are successful in these endeavors, the markets will react favorably. 
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OsVIB Director Peter R. Orszag, Responses to Questions for the Record from 
Senator Rnzi (Senate Budget Committee hearing, March 10, 2009) 

1. Tax increase on small business 

The resilience of the US economy and its ability to recover from an economic crisis like 
the one we now inhabit is directly related to the vitality and flexibility of our non- 
corporate sector. Creating and protecting a business environment that is conducive to 
entrepreneurship and the exploration of new ideas is what made our nation great - and 
which will propel our economy out of this crisis. There is bipartisan concern in both 
chambers over the impact of these tax increases on small business. Would the 
Administration support an effort to protect small business by “carving 1 ' them out from the 
i mpact of this tax increase? 

Response 

Most owners of small businesses will pay lower taxes as a result of the Economic 
Recovery Act and the initiatives proposed in President’s FV 2010 Ekidget. The Tax 
Policy Center estimates that only 2 percent of filers who have more than 50 percent of 
their income from a small business will have higher taxes. 

The Recovery Act extended for one year the temporary increase in limitation on 
expensing, which is kept at $250,000 through 2009. Other business tax relief in the bill 
may also apply to small businesses. In addition, the Budget proposes to eliminate capital 
gains on small businesses and stall ups. 

Nearly all small business owners with income of less than $250,000 that report their net 
business income on Schedule C (e.g., not corporations or partnerships) will receive tax 
cuts if the Budget initiatives are adopted, as they will benefit from extension of middle 
class tax cuts and other provisions. Only small business owners with income over 
$250,000 have the potential for tax increases - but in most cases this would not occur 
until at least 2011. 

2. Delaying tax increases 

The Administration has been quick to explain that the proposed tax increases would 
occur only after the economy has rebounded. The economic assumptions underpinning 
this budget suggest you think this would be January of 201 1, but no one can be sure and 
your economic assumptions have been criticized as being more optimistic than most. To 
ensure that these tax increases do not take effect when the economy remains soft, would 
you instead support a policy tying the effective date of the tax increases to a substantial 
and sustained improvement in the unemployment rate? 


9 



630 


Response 

The Administration expects the economy to begin to pull out of recession later this year 
and experience a strong rebound in 2010 and 2011. Some forecasters expect a further 
delay in the recovery, but most still see an expansion occurring by the middle of next 
year. By 2011, the limited tax increases on the wealthy proposed in the Budget will not 
have an adverse impact on the strength of the recovery, and we have accounted for those 
tax changes when making our economic assumptions. 

These assumptions and the Administration’s proposals will be adjusted in future years to 
reflect existing conditions in the economy. That will affect both spending and revenue 
proposals. But there is no reason now not to delay these proposals just because the 
economy may be worse, or better, than we anticipated. 

3. AML tr ust fund proposal 

On Page 79 of the President’s budget, which is part of the Department of the Interior’s 
Budget proposal, there is a heading titled '"Provide a better return to taxpayers for mineral 
development.” 1 take objection to the heading, but even more distressing than the heading 
is that the bullet point that reads, "‘Terminating payments to coal-producing States that no 
longer need funds to clean up abandoned coal mines.” 

1 was one of the lead authors on a carefully constructed compromise that reauthorized the 
Abandoned Mine Lands Trust Fund in 2006. That trust fund continued the tax on coal 
companies for each ton of coal they mine. The compromise legislation included 
Democrats and Republicans. The coal industry and the United Mine Workers of America 
supported the bill. Members from certified states like Wyoming supported the 
compromise as did members from uncertified states like Pennsylvania and West Virginia. 
As a Senator, President Obama voted in favor of the legislation that included this 
compromise. 

The bullet point that proposes terminating funds to some states gives very little detail 
about the Administration's plan. If the Administration proposes terminating funding from 
stales, will they also propose eliminating the tax that coal producers pay in those states so 
that the state’s can levy a new tax to make up for lost revenue? 

Response 

The Budget retains the existing coal fee that funds the Abandoned Mine Lunds (AML) 
program and the AML payments to States that still have abandoned coal mines to clean 
up. The fee on coal producers is still needed to reclaim abandoned coal mines, regardless 
of where the abandoned mines or coal producers are located. 

The Budget proposes to eliminate the unrestricted payments directly from the Treasury to 
''certified” States (i.e., states that have already completed their coal reclamation 
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projects). Additional details on the implementation of this proposal are being developed 
and will be released shortly. 

4. Project labor agreement EO 

I was very disappointed that one of President Obama's first executive orders reverses the 
Bush policy of neutrality on government contracts, and instead encourages agencies to 
require their private contractors to engage in collective bargaining agreements on 
contracts of $25 million or more. The President also directed OMB to review whether 
this project labor agreement (FLA) preference should be required even more broadly and 
report back within 180 days. In my view this policy discriminates against small and local 
contractors and needlessly drives up costs for taxpayers. Are you planning to recommend 
that the $25 million threshold be lowered? 

Response 

As you note, the Executive Order tasks OMB with providing, within 180 days, 
recommendations about whether broader use of project labor agreements would “help to 
promote the economical, efficient, and timely completion of such projects.” OMB's 
recommendations, which are due in early August, are under development. 

5. Davis Bacon and Recovery Act 

The Stimulus bill extended Davis Bacon prevailing wage requirements to every project 
contracted and subcontracted under the bill. By most estimates. Davis Bacon causes such 
projects to cost significantly more than the fair market price. Beyond the extraordinary 
government waste which the Davis Bacon Act mandates, its application has a particularly 
objectionable effects in the context of an economic stimulus bill. First, simple 
mathematics makes it clear that if you are paying labor costs that are artificially inflated 
over the actual market cost for labor then you wind up providing less work for fewer 
workers. Second, the red tape and administrative costs associated with Davis Bacon have 
the demonstrable effect of shutt ing small and minority contractors out of these 
construction projects. In this time of deficits which seam frankly unpayable, whs is this 
Administration’s policy that taxpayers should pay more than everyone else for a service? 

Response 

The Administration supports Congress' decision to apply the Davis-Bacon Act to 
construction projects financed with Recovery Act dollars. The Davis-Bacon Act protects 
American workers by preventing Federal contractors from using their leverage to lower 
local construction wage standards. 

6. Extended Ul trigger 

The President's Budget projects making changes to the trigger mechanism to determine 
when states qualify for the Extended Benefits program. Can you explain what changes 
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the Administration is proposing? In the stimulus hill the cost burden of unemployment 
benefits was significantly shifted from a joint state and Federal venture to primarily 
Federal. Does the Administration have any plans to avoid shifting these costs back to the 
states in 2010? 


Response 

The detailed Budget the Administration will publish in early May will contain additional 
information on this proposal. 

7. Department of Labor funding 

The President's Budget purports to boost funding for OSHA, Wage and Hour, and the 
Office of Federal Compliance Programs. What kind of funding increases has the 
Administration planned and will this be funded by entirely new spending or do you plan 
to decrease funding for other DOL functions? If you are planning decreases, are you 
contemplating cuts to compliance assurance programs and the Office of Labor and 
Management Standards? 

Response 

The Administration is fully committed to ensuring that every American worker has safe, 
health fill, and fair working conditions. The President’s 2010 Budget seeks to restore the 
Department of Labor’s ability to vigorously enforce the more than 180 laws that protect 
working Americans, and increases funding for the Occupational Safety and I lealth 
Administration and the Employment Standards Administration. The detailed Budget the 
Administration will publish in early May will contain additional information on these 
proposals. 

8. Pell CPI indexing 

In this period of economic uncertainty, how' can OMB predict the budgetary impact of 
tying Pci! to CPI +1%? 

Response 

All future cost projections are estimates, and the cost of the Pell program is based on the 
same economic assumptions used for estimating costs in the rest of the Budget. CBO 
follows a similar process. 

9. FFEL/DL administrative costs 


liven in this time of economic uncertainty, the FFEL program has successfully delivered 
$50 billion in capital to students. What additional administrative cost will be incurred by 
the Department of Education (over 1, 5 and 10 years) in moving the entirety of this 
annual loan volume to the Department, and servicing those loans in years so come? 
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Response 

In response to the lime of economic uncertainty and Federal Family Education Loan 
{FFEL) program lender concerns about insufficient capital to make student loans. 
Congress and the Department of Education established emergency programs that allowed 
FFEL lenders to essentially finance a significant portion of their loans through the U.S. 
government. Between these programs and the Direct Loan program, over 75 percent of 
all Federal student loans originated in the 2008-2009 school year were done so with funds 
from the Treasury. 

We are developing detailed cost estimates of the Department of Education's 
administrative expenses in both programs, including future projections that will be 
included in the detailed 2010 Budget. Those details will be available when the complete 
budget document is released. However, even after accounting for these administrative 
costs, eliminating FFEL and expanding the Direct Loan program still realizes significant 
taxpayer savings. 

10. DL loan forgiveness 

A number of unique loan forgiveness benefits apply to the Direct Loan Program, llow 
will tripling the volume of loans originated in the Direct Loan program affect the cost of 
these benefits over 1 , 5 and 10 years? 

Response 

The only loan forgiveness benefit available through the Direct Loan Program that is not 
available through FFEL is loan forgiveness for public sendee. In this case, qualifying 
FFEL borrowers can already access the program through a Direct Consolidation Loan. 
Other benefits, such as teacher loan forgiveness, are available in both programs. As a 
result, shifting new volume to Direct Loans should have little impact on loan forgiveness 
costs. 

1 1. Treasury role in student loans 

While the Department of Education has administered the DL and FFEL programs for a 
number of years, there is significant technical expertise in the intricacies of leveraging 
Federal capital in support of public policy at the Department of Treasury. I las your office 
considered moving the student loan programs to the Department of Treasury? Would co- 
locating the student loan programs in the same Department as the Internal Revenue 
Service ease the process of allowing for pre-production of the FAFSA with tax 
information? 

Response 

Treasury does not currently have the capabilities to sendee this volume of loans to 
individuals. The Department of Education has a complete lifc-of-loan servicing 
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capability and long-standing relationships with student and schools. Transferring the 
student loan programs to the Department of Treasury would require building a new- 
servicing structure to replace one that is fully functional and familiar to schools and 
students. In addition, the Department of Education provides other vital student aid. such 
as Pell grants, that are packaged with student loans. Separating loans from other 
programs would create needless complexity for schools, students and parents. 

However, the Department of Education works closely with the Department of Treasury to 
utilize its technical expertise on issues, For instance, the Department of Education and 
Treasury are already working on establishing systems to allow sharing of student income 
data for the purposes of determining aid and streamlining the FAFSA process. The 
Department also consults with Treasury on implementation of the Ensuring Continued 
Access to Student Loans Act. 

!2, College persistence program 

The Higher Education Opportunity Act created a Pilot Program to Increase College 
Persistence and Success. To what extent may that program serve as the vehicle for your 
office's interest in expanding efforts to incentivize college completion? 

Response 

Pilot Programs to Increase College Persistence and Success is an attempt to address the 
same problems that our budget proposal tackles. Under the program authorized in the 
Higher Education Opportunity Act, the Secretary would award competitive grants to 
institutions of higher education that provide a one- or two-year program of study leading 
to a degree or certificate to develop and evaluate programs to increase the persistence and 
degree or certificate completion of low-income students. 

The proposed College Access and Completion Fund would instead provide grants to 
States to design, test and bring to scale strategies to increase persistence and program 
completion. The use of States as intermediaries in this program will foster innovation 
and competition, as States are best able to identify the right institutions and populations 
to target. As a result, States will have significant flexibility in using these funds to test 
strategies, using rigorous research designs that show promise. Once shown effective, 
these promising practices can be taken to scale within a State. Additionally, a portion of 
these funds will be used to support educational activities (such as financial literacy) 
currently provided by State guaranty agencies participating in the FELL program. 

13. Cost of saver’s credit and auto-IRAs 

Please provide the 1, 5 and 10 year cost of the administration proposal to expand the 
Saver’s Credit. Please provide the 1 , 5 and 10 year cost of the administration's automatic 
enrollment in IRAs and 40I(k)s proposal. 
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Response 

Automatic workplace pensions would help workers overcome the inertia that often keeps 
them from participating in employer-sponsored plans. Employers not offering plans 
would be required to enroll employees in a new system of direct-deposit IRA accounts. 
Employees would always have the option of choosing to opt out. 

An expanded and refundable Saver’s Credit would increase saving among middle- and 
low-income families. Current tax incentives for saving primarily benefit high-wage 
workers. The expanded Saver’s Credit would address this inequity by matching 50 
percent of the first $1,000 of savings for families earning less than $65,000, with the 
credit then phased out for families with higher incomes 

Today many workers approach retirement with little or no financial savings and roughly 
half the workforce - 75 million working Americans - lack employer-based retirement 
plans. The Administration proposes to expand the Saver’s Credit and establish a system 
of automatic workplace pensions that would dramatically increase the number of 
Americans saving for retirement. 

The Administration estimates that the two proposals would cost about $14 billion through 
2014 and $55 billion through 2019. Year-by-year estimates are in Table S-6 of the FY 
2010 Budget (p. 122). The Administration looks forward to working closely with 
Congress to enact these proposals. 

14. Health reserve fund 

This budget establishes a $634 billion reserve fund as a "down payment” for health care 
reform. If $634 billion is a down payment, how much more do you expect health care 
reform will cost? I’m also curious how you got to this number - can you provide some 
details? Also, the number is so specific that it suggests to me that you have a proposal 
upon which the number is based - can you confirm this? 1 was under the impression the 
President was relying on Congress to send him a bill rather than developing his own 
proposal. Is this still true? 

Response 

The Administration continues to look forward to developing a health reform approach 
through an open and inclusive process that explores all serious ideas that achieve the 
common goals of constraining costs, expanding coverage, and improving quality. To 
help finance comprehensive health care reform, the President’s Budget proposed $634 
billion over ten years in a budget-neutral health reform reserve fund, to be financed by 
savings in two areas. 

First, the Budget proposes to reduce the itemized deduction rate lor families with 
incomes over $250,000, which is expected to save $318 billion over ten years. Second, 
the Budget estimates $316 billion in savings over ten years in the Medicare and Medicaid 
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programs. These savings result from promoting efficiency and accountability, aligning 
incentives toward quality, and encouraging shared responsibility, and described more 
fully in the FY 2010 Budget (pp. 28-29~ 127). 

15. Medicare Advantage and patient choice 

The budget document states that the President will adhere to the principle of guaranteeing 
choice. Specifically, the document states: "The plan should provide Americans a choice 
of health plans and physicians.” On the campaign, he also said if you like the health care 
plan you have, you can keep it. This budget, however, cuts payments for Medicare 
Advantage plans by $175 billion, which means that several million beneficiaries will lose 
access to these plans. This is a direct contradiction; the President wants to preserve 
choice on one page and eliminate choice on another page. Will you please explain this 
discrepancy? 

Response 

The Administration believes in the importance of choice for Medicare beneficiaries. 
However, these choices should not be financed by significant overpayments by the 
Federal government. Accordingly, the Administration believes that Medicare 
beneficiaries should continue to have the choice of enrolling in private Medicare 
Advantage (MA) plans, provided that the plans operate efficiently, provide quality care, 
and are paid appropriately by Medicare. The MA competitive bidding system proposed 
in the FY 203 0 President's Budget would help to achieve these objectives by better tying 
plan payments to actual costs, while still giving beneficiaries access to plan choices. 
Medicare currently pays MA plans about 1 1 4 percent, on average, of the amount a 
beneficiary would cost in Medicare’s traditional fee-fbr-service (FFS) plan, according to 
Med P AC. These overpayments increase the Part B premiums paid by beneficiaries 
participating in traditional FFS, worsen the fiscal sustainability of Medicare, and increase 
the burden on taxpayers. 

16. HfV/AIDS funding 

The President’s budget increases funding for HIV/ A IDS treatment, prevention and care, 
but does not place a specific number on that increase for domestic HI V/A1DS. Can you 
elaborate on this statement? How much funding will the President dedicate to fighting 
HTV/A1DS domestically? What programs will see an increase in funding? What will be 
his top priorities for H1V/A1DS? Finally, how will the administration ensure that Ryan 
White grantees receive equitable funding based on HIV caseloads'? 

Response 

The Administration supports increasing resources to detect, prevent, and treat ! I1V/A1DS 
domestically, especially in underserved populations. Information on funding for HI IS’s 
H1V/A1DS treatment, care, and prevention activities will be provided as part of the 
detailed Budget to be released in early May. 
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17. CDC funding 

The President's budget outlines increases for many agencies under the Department of 
1 lealth and Human Services, but does not mention one of the most important, the Centers 
for Disease Control and Prevention. Public health initiatives are vital to accomplishing 
the goals the President will increase funding for the CDC? How will the President ensure 
that our public health agency is equipped to prevent and react to public health threats? 

Response 

Information on funding for CDC will be provided as part of the detailed Budget to be 
released in early May. 

18. Recover)’ Act investment 

The Recovery Act of 2009 in President Obama’s words is supposed to be "timely, 
targeted, and temporary,” increasing job growth and producing economic recovers . Some 
of the areas targeted by the 2-year spending are education, science, health care, 
biomedical research and renewable energy. However, the ability of these activities to lead 
to economic growth takes 5 to 10 years at least. Do you believe these critical areas can 
contribute to economic expansion with a temporary investment? Or does the President 
propose instead to incorporate this funding in the baseline and permanently expand the 
Federal budget? 

Response 

The Recovery Act’s investments in education, science, renewable energy, health care, 
and biomedical research and renewable energy will create jobs now, by contributing 
directly to aggregate demand. For example, the extra spending on education will keep 
teachers employed and immediately help protect education quality from the effects of the 
econom i c downturn . 

The Recovery Act is timely, targeted, and temporary. That does not mean that all those 
areas in which the Recovery Act invests should be ignored once the recession ends. 
Increased spending on education, science, biomedical research, renewable energy and 
health is necessary for short-term growth but also lays the foundation for long-term 
economic health— and these are areas that have been too long neglected. Therefore, the 
President’s FY 20 U) Budget includes key investments in these areas that will build upon 
what has already been accomplished in the Recovery Act and help provide for long-term 
prosperity. 

19. FDA funding 


We know that FDS is overworked and underfunded. I was pleased to see a proposed 
increase for food safely efforts. However, it is not clear if this is a billion dollar increase, 
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or a billion dollars total. It is also not clear if this is just for FDA’s Center for Food Safety 
and Applied Nutrition, or if it would also be for the Center for Veterinary Medicine. 
Could you please clarify and give more detail about this proposed increase? 

Response 

The President’s Budget proposes to invest over $1 billion in FDA’s food safety activities 
in FY 2010. This is a more than 20 percent increase from the 2009 enacted level. 

More information on FDA funding will be provided as part of the detailed Budget to be 
released in early May. 
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OMB Director Peter R. Orszag, Responses to Questions for the Record from 
Senator Feingold (Senate Budget Committee hearing, March 10, 2009) 

1. DOD funding request 

Secretary Gates has written to Congress that he vvouid need $65.9 billion more in 
emergency spending for overseas operations in 2009, including $5.8 billion in ongoing 
foreign military assistance and military intelligence. Meanwhile, President Obama has 
requested $75.5 billion in emergency-spending for overseas operations in 2009. If you do 
not include foreign military assistance or military intelligence in the emergency spending 
request, then there is a $15 billion difference between request made by Secretary Gates 
and the President’s final request. What accounts for the difference? 

Response 

Last December Secretary Gates estimated that DoD vvouid need $69.7 billion to fund 
overseas operations, including military intelligence, for the remainder of FY 2009 ($65.9 
billion, the figure in the question, was the amount enacted in the FY 2009 bridge). In 
February, the Administration requested $75.5 billion for these activities. 

As compared to the Secretary’s initial estimate, the Administration’s request adds 
funding to support additional troops that are being deployed in Afghanistan, while, at the 
same time, it reduces other elements of Secretary Gates' estimate. These changes not to 
the $5.8 billion difference between Secretary Gates’ estimate and the Administration’s 
request. 

2. Cost of Afghanistan troops 

How much do you anticipate that the increase in troop levels in Afghanistan will cost? 
What makes up for the remainder of the increase in the request? 

Response 

The President's FY 2009 supplemental request for DoD of $75.5 billion reflects the 
additional funding for more troops in Afghanistan, along with reductions to other 
elements of the Secretary’s December estimate. In tact, funding in 2009 for operations in 
Iraq and Afghanistan under the Administration’s policies vvouid be about $50 billion 
below the 2008 level, adjusted Jbr inflation, reflecting a phase-down in operations in Iraq. 

3. USDA dain purchases 

During the last few months farmers in general, but particularly dairy farmers, have seen 
the prices they receive plummet as global demand for dairy products has fallen off 
leaving a surplus of dairy products on the market. At the same time there has been a 
significant increase in demand for programs that provide food assistance. 1 recently led a 
letter with Senator Kohl and 33 of our colleagues that among others things requested that 
the USDA purchase additional dairy products for use in the nutrition programs. Doing so 
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should help farmers by clearing the surplus of dairy products from the market allowing 
prices to recover more quickly, while at the same time providing a supply of nutritious 
dairy products for those who need some assistance. From a budget perspective, the 
spending would be partially offset by savings from the dairy safety net or Milk Income 
Loss Contract program since a faster price recovery would mean smaller and fewer 
months of Ml LC payments. 

Does the President support the use of available USDA funds such as those from Section 
32 during this fiscal year to purchase dairy products'? l ias the budget provided additional 
resources for commodity purchases such as these for dairy products'? 

Response 

On March 26, 2009, Secretary of Agriculture Tom Vilsack announced that approximately 
200 million pounds of nonfat dry milk (NDM) will be transferred from the Commodity 
Credit Corporation (CCC) to tJSDA’s Food and Nutrition Service for use in domestic 
feeding programs. The goal is to help care for U.S. citizens who are struggling to put 
nutritious food on their tables. 

The Food and Nutrition Service (FNS) has identified several domestic feeding programs 
that will benefit from this transfer of 200 million pounds of NDM. USDA’s Farm 
Service Agency will assist FNS in acquiring the desired dairy products. Products should 
be moving through the supply chain starting this spring and continuing through 2009. 
USDA also plans to make available NDM for use in international feeding programs, 
including the U.S. Agency for International Development and the Foreign Agricultural 
Service McGovern- Dole International Food for Education and Child Nutrition program. 
The Administration looks forward to working with you and other members of Congress 
on developing policy that protects family farmers and also improves Americans' 
nutrition. 
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OMIi Director Peter R. Orszag, Responses to Questions for the Record from 
Senator Gregg (Senate Budget Committee hearing, March 10, 2009) 

1 N 1)1) Spending 

Director Orszag. you testify that "the budget reduces non-defense discretionary spending 
- that is. the spending appropriated each year outside of defense - to its lowest level as a 
share of GDP since data began to be collected in 1962.” 

You claim under (he President’s budget, in 2019, non-defense discretionary outlays will 
be 3.1 percent of GDP. 

But your budget for the next 1 0 years also proposes to: 

• move Pell Grants to the mandatory side of the budget (when they had been 
counted on the discretionary side from 1962-2008) 

• count aviation revenues as offsets to spending instead of on the revenue side of 
the budget where they appeared during the 1962-2008 series, and 

• omit disaster spending from the discretionary totals even though the historical 
series shows such spending as discretionary. 

Questions: 

a) isn't it true that once you adjust the budget’s non-defense discretionary spending 
totals to be consistent with the way such totals were added up for 1962-2008, the 
ratio of such spending to GDP in 2019 would be 3.5%, not 3.1%? 

b) Isn't 3.5% a ratio of nondefense discretionary spending to GDP that is the same as 
or higher than the comparable ratio for 1 1 of the years in the 1962-2008 period? 
So it wouldn't be the lowest ever, would it? 

c) Why don’t you make the correct adjustment for comparability? Is that transparent 
budgeting? Is that honest budgeting to make this claim? 

d) Why - in a budget request for 2010 (which increases non-defense discretionary 
spending by 1 1 .5 percent over 2009) - should we even care about or lake 
seriously a claim about 2019 when this President won't even be President 
anymore? 


e) Traditionally, Presidents (and their OMB) argue that Congress should only take 
seriously the discretionary request for the budget year and that the subsequent 
years are not that meaningful since those years will be addressed in subsequent 
budget submissions. Would you be willing to lock in with statutory caps on 
discretionary spending in discretionary levels to be enacted for 2009 adjusted lor 
inflation to guarantee that the percentages you promise will be achieved? 
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a) 1 agree that the historical comparisons should be on a consistent basis. For 
consistency. Pci! should be removed from the historical series for discretionary 
outlays. By contrast, no adjustment is necessary for the Administration's proposal 
to restructure FA A financing, because this is a shift from a tax-based system to a 
user-fee based system, and market-based user fees are properly netted against 
spending. Likewise, no adjustment is necessary for the Administration's 
allowance for disaster costs, because this allowance could ultimately be realized 
as mandatory spending, discretionary spending, or tax relief for affected areas - or 
not even realized at all. For the Pell adjustment, the Department of Education has 
compiled a historical series of Pell discretionary outlays by fiscal year. These 
outlays are a portion of the overall outlays in the Department’s Student Financial 
Assistance Account. 

b) Making the historical adjustment described above, NDD outlays of 3.1 percent of 
GDP are the lowest on record, lower than the previous low of 3.2 percent in 1999. 
(The figure for 1999 is adjusted to remove S7.4 billion in Pell costs based on the 
data from the Department of Education cited above.) 

c) The figures above make the adjustment, for comparability. 

d) The President's Budget includes a 10-year budget horizon because we need to 
focus on our longer-term fiscal outlook. While this outlook will be affected by 
the decisions of future Presidents and Congresses, it is essential for us to engage 
in long-term planning — planning that will allow us to make key investments and 
improve the fiscal picture. The President’s Budget does so by not engaging in 
short term thinking and laying out a realistic 10-year budget plan. 

Past budgets have engaged in various fiscal gimmicks to improve the deficit 
outlook by not showing costs in the outyears that policymakers fully expected to 
pay for. One of the well-worn gimmicks is to hold discretionary spending below 
the levels that the Administrations expected to propose when the outyears became 
the budget year. This is why these past Administrations would sometimes quietly 
suggest that outyear discretionary numbers should not be taken seriously, even as 
those administrations would stand by the deficit figures that were, in part, based 
on these unrealistic proposed levels of discretionary spending. 

This Administration has taken a different route and proposed a budget that is 
unprecedented in its honesty and transparency. The discretionary spending totals 
in the Budget reflect the Administration’s preferred policy path. In fact, the 
Budget even includes increased funding for the Census as of 201 9 in order to pay 
for the ramp up to the 2020 Census. 

e) It would be inappropriate to set discretionary caps at the 2009 level, adjusted for 
inflation. First, 2009 enacted appropriations arc boosted by nearly $270 billion in 
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one-time funding for the Recovery Act. Second, discretionary totals for 2009 
would include funding of $141 billion for operations in Iraq and Afghanistan, if 
the supplemental proposed by the Administration is enacted. Inflating 2009 
appropriations including both the Recovery Act and full funding for the wars in 
Iraq and Afghanistan would not produce a useful target for future discretionary 
spending. 

But if the Recovery Act and funding for Iraq and Afghanistan were excluded from 
the 2009 discretionary funding levels and caps were set based on the remaining 
funding adjusted for inflation, this would undercut the nation's defense and 
underfund key priorities. This level of funding would not provide for overseas 
military operations going forward; nor would it allow for any increase in benefits 
for the nation’s veterans. Furthermore, key priorities — clean energy, 
infrastructure, and education — would have to go unaddressed. 

The President’s Budget responsibly provides for the nation's defense; expands 
health benefits for our nation’s veterans; and makes key investments in clean 
energy, infrastructure, and education. The Budget does so while still cutting the 
deficit in half by 2013 and controlling non-defense discretionary spending so that 
it falls to its lowest level on record as a share of the economy by 2039. 

2. Cap and Trade, legislative proposals 

As Director of the Congressional Budget Office, you testified before the Senate Finance 
Committee on the "Implications of a Cap-and-Trade Program for Carbon Dioxide 
Emissions" on April 24, 2009 that "On the basis of a review of the existing literature and 
the range of C02 policies now being debated, CBO estimated that by 2020, the value of 
those allowances could total between $540 billion and $300 billion annually (in 2006 
dollars).” 

Can you specify which cap and trade legislative proposals were reviewed to develop 
CBO's $50 billion to $300 billion per year estimate for the value of allowances? 

Do any of the legislative proposals used in those estimates model or closely model S. 

390, the Boxer-Sanders bill from the 1 10th Congress or the President’s proposal in the 
budget? 

Response 

CBO estimated the potential value of allowances under a cap and trade program through 
a review of literature reports and the range of legislative proposals at that time, in any 
specific proposal, the value of allowances depends on a number of factors, including the 
stringency of the cap, the assumed cost of compliance technology, the availability ot 
greenhouse gas offset provisions, the banking and borrowing of carbon credits, and the 
existence of price floors and ceilings, among other cost-containment mechanisms. All of 
these issues must be carefully considered when drafting legislation, and as the 
Administration works with Congress to develop a specific cap and trade proposal, the 
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Administration will work to estimate projected allowance prices, revenues raised by the 
proposal, and compensation that would be funded by these proceeds, 

3. Cap and trade, revenues vs. S. 3036 

In your November 2007 testimony to the U.S. House of Representatives Committee on 
Budget on "Approaches to Reducing Carbon Dioxide Emissions/’ you asserted: 

Under the range of cap-and-trade policies now being considered by the Congress, the 
annual value of emissions allowances would be roughly $50 billion to $300 billion by 
2020 (measured in 2006 dollars). More-stringent caps would result in higher total 
allowance values.” (emphasis added). According to your November testimony, "more 
stringent caps would result in higher total allowance values.” 

Given that the President’s cap and trade proposal requires 100 percent auction and an 83 
percent reduction of GHG emissions, and is therefore more stringent that the Boxer- 
Eieberman- Warner Substitute, S. 3036 (1 1 0th Congress), which included approximately a 
50 percent auction of allowances and a 66 percent reduction in GHG emissions, does the 
Administration estimate that annual and total revenues would be far greater under the 
President’s proposal than S. 3036? 

Response 

Tables S-2 and S-6 of the Budget show the estimated year-by-vear climate revenues 
dedicated to the Making Work Pay Tax Credit — about $526 billion through 2019 — and 
investment in clean energy technologies — about $120 billion over the next decade. Any 
additional revenues would be used to compensate the public, including vulnerable 
families and communities. As the Administration works with Congress to develop a 
comprehensive climate policy, projections of the revenue will be made. To the extent 
that such legislation applies tighter caps, the program would tend to generate greater 
revenue than it otherwise would — revenue that, under the framework outlined by the 
Administration, would be used for clean energy investment and to compensate the public 
through Making Work Pay and other priorities. Note that the level of projected revenue 
depends on more than the structure of the cup and trade program. For instance, estimates 
are sensitive to projected emissions levels— and current projections of "baseline” 
emissions are generally lower than those made last year, which would tend to result in 
lower projected revenue. 

4, Cap and trade, job impacts 

The President’s proposal will have costs, and these costs will be even more significant 
during times of high energy prices or recession. What are the estimated impacts to jobs 
economy-wide and in the manufacturing sector? 
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Response 

The Bud gel assumes that the first allowance auctions would take place in 2012. after the 
economy recovers from the current recession. A strategy to promote energy security and 
tackle global warming will create new jobs and bolster the long-term viability of the 
economy, promote a stable, diverse and resilient energy supply while also taking crucial 
steps to avoid the most devastating effects of climate change. Cap and trade will 
encourage such job creation in clean energy sectors, and the Budget would further invest 
SI 5 billion per year in clean energy technologies starting in 2012. 

Note that cap and trade programs tend to be “countercyclical” — since allowance prices 
tend to fall during periods of slow economic growth. In this way, a cap and trade 
program could have the ancillary benefit of acting as an “automatic stabilizer” for the 
economy in future business cycles. 

5. Cap and trade, tax increases 

The President’s campaign promise to Americans was not to raise taxes on individuals 
with adjusted gross income under $200,000 per year and families making under $250,000 
per year. The President’s budget proposes a carbon revenue stream of approximately $80 
billion annually between FY 2010 and FY 2019. of which $63 billion to $68 billion per 
year is directed toward the Making Work Pay Tax Credit for a total of $525.7 billion over 
the 10 year budget window. 

The Making Work Pay Tax Credit phases out for taxpayers with adjusted gross income in 
excess of $75,000, or $1 50,000 for married couples filing jointly. However, the 
President’s cap and trade proposal levies taxes on all Americans, including those 
individuals with adjusted gross income between $75,000 ($150,000 for couples) and 
$200,000 ($250,000 for couples). In doing so, the cap and trade proposal taxes segment a 
segment of taxpayers that the Administration promised would not be taxed. 

The President's cap and trade tax increases is inconsistent with his promise to not raise 
taxes a dime on those making under $250,000 if you’re married, and $200,000 if you're 
single, isn’t that correct? 

Response 

Consistent with the President’s campaign pledge, his TY 2010 Budget does not raise 
taxes on families making less than $250,000 or singles making more than $200,000, and 
it gives tax cuts to 95 percent of working Americans. This looks at what is collected 
through the tax code and what is returned through the tax code. 

The cap and trade program is not part of the tax code. And if its effects on households 
are being counted, then it makes sense to look at the effects of the Budget as a whole on 
working families. From this comprehensive perspective, the bottom line remains the 
same— the Budget would improve the financial reality of the vast majority of American 
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families, by expanding college opportunity by increasing the size of Pell grants and 
making the program mandatory, by reducing health care costs, and by investing in energy 
and infrastructure. 

6. Education — FEEL market risk 

Given the President's expressed commitment to honest and transparent budgeting, is it 
disingenuous for the Administration’s major student loan proposal (i.c. the policy to 
phase out the Federal Family Education Loan program and origination of ail student 
loans throughout the Direct Loan program) to be scored using a procedure that omits loan 
administration costs and the concept of market risk? If wc factored in these omissions to 
the estimate of the budgetary effect, wouldn’t OMB’s estimated savings be much 
smaller? 


Should we ensure that the true budgetary effects arc measured for proposals, such as this 
student loan proposal, by changing the Federal Credit Reform Act of 1990 to apply the 
market risk concept to all Federal credit programs, as you have supported in the past 
when evaluating the budgetary impact of the TARP program and Treasury’s purchases of 
Mortgage-Backed Securities? 


Response 

The additional costs of lifc-of-Ioan servicing entailed by the Administration's proposal to 
move to 100 percent direct loans will be presented in the Appendix of the forthcoming 
full Budget submission. The credit subsidy cost, estimates of the proposal are based on 
the existing requirements of the Federal Credit Reform Act of 1990 (FCRA) and 
therefore do not incorporate market risk-adjusted discount rates, which would affect the 
subsidy estimates for both the Federal Family Education Loan (FFEL) and Ford Direct 
Loan programs. The FFEL program, like the Direct Loan program, also involves market 
risks. Therefore it is unclear how a complete consideration of market risk would affect 
the savings estimated for our student loan proposal. On balance, even with the additional 
administrative costs, and if market risk-adjusted discount rates were used to estimate the 
subsidy costs, originating 100 percent of Federal student loans through the Direct Loan 
program would very likely result in significant taxpayer savings by eliminating FFEL 
subsidies. 

As you know, in enacting the FCRA, Congress required agencies to use risk-free 
Treasury rates for discounting risk-adjusted credit program cash flows. By contrast. 
Section 123 of the Emergency Economic Stabilization Act directs that credit subsidy cost 
estimates for the Troubled Asset Relief Program be calculated by adjusting the discount 
rale under the FCRA for market risks. The idea of amending the FCRA to capture 
market risk for all Federal credit programs is complicated, involving a number of trade- 
offs. and 1 look forward to working with you and other members of Congress to evaluate 
the methods, benefits and challenges of such a change. 
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7. Education — Direct student loan capacity 

During this hearing, you stated that the Administration has done “significant work to 
make sure that the [Direct Loan] program would ramp up and adequately so that there 
would be no disruptions" in student loan origination and servicing. 

Please describe this “significant work” in detail to the Committee. What leads you to 
believe that the Department of Education is capable of taking on the entire $80 billion 
student loan volume without any disruptions to the process, keeping in mind that the 
Direct Loan program only accounts for approximately 20% of the overall volume today? 

Response 

The Department of Education (ED) has been ramping up its servicing capabilities, both in 
response to the budget policy and to support the FFEL loan purchase programs 
established last summer. For example, the Department recently issued a request for 
proposal for additional servicers to handle volume associated with the emergency- 
programs implemented this past academic year. ED is now in the process of evaluating 
proposals from numerous servicers. The Budget proposal will maintain competition 
because ED will begin using multiple contractors to service additional Direct Loan (DL) 
volume. T his will maintain competition between servicers, and students and families will 
benefit from improved customer service and technological advances in loan servicing. 
Though there will certainly be operational challenges associated with originating all 
Federal student loans, the Department is already taking the right steps for a smooth 
transition. 

8. LI HEAP trigger 

In FY 2009, Congress appropriated $5.i billion for LIHEAP, which exceeded the 
President's budget request by $3.1 billion and nearly doubled the $2.57 billion provided 
for the program in FY 2008. 

The Administration’s FY 2010 budget proposal provides $3.2 billion for the Low-Income 
1 lome Energy Assistance Program (LIHEAP) and creates an automatic trigger 
mechanism to provide increases in energy assistance when energy prices spike. The FY 
2010 budget proposal provides for $329 million in FY 2010, increasing to $450 million 
in the out years for the trigger mechanism. 

Does the Administration intend to use the trigger mechanism to supplement or to replace 
the current contingency funding process? 

The current 1 .11 IEAP contingency funding process allows members of Congress to 
petition the President on behalf of their state officials and constitutes to release 
contingency funds during price spikes and significant cold weather periods. 
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Does the Administration believe that a trigger formula would better determine when low- 
income individuals and seniors need energy assistance rather than local, slate, and 
Federal representatives who have direct contact with those in need of assistance? 

What price/formula will trigger the mechanism? At what price would home heating oil be 
considered too expensive and what temperature would he considered too cool? 

Response 

The President's FY 203 0 Budget includes $3.2 billion for LI HEAP for both block grant 
and contingency funding. The Administration does not propose to use the LfHEAP 
trigger mechanism as a substitute for the current contingency funding process. Instead, 
the trigger is designed to quickly and automatically provide additional funding when 
assistance is needed due to spikes in energy prices. 

'Che level of funds made available for obligation by the trigger would be directly related 
to the magnitude of energy price changes. Funds would be allocated among States at the 
discretion of the Administration, taking into account the impact of the price increases that 
triggered the release and the percent of low-income households in the States that use that 
fuel type. In addition, the Administration could allocate some portion of the triggered 
funds to States adversely impacted by extreme heat or cold, energy supply disruptions, or 
a variety of other energy-related emergencies. States and localities would retain the 
flexibility to use triggered LIUBA P funds in a manner that best meets the particular 
energy needs of their low income populations. 

Our preliminary approach in designing the LIHEAP trigger would provide additional 
funds when quarterly energy prices are higher than quarterly prices in the previous year. 
For heating oil and natural gas, additional funds would trigger in tiers when Quarter 3 and 
4 prices are at least 15 percent (tier 1 ) or 30 percent (tier 2) higher than quarterly prices in 
the prior year. For electricity, additional funds would be provided when quarterly prices 
are at least 10 percent higher. While we do not currently propose a weather-based 
trigger, the Administration would have the discretion to allocate contingency funds and 
some triggered funds to States adversely impacted by severe weather. In addition, we are 
open to the concept of using weather conditions as well as prices in the design of a trigger 
mechanism if this can be done in a workable manner and does not increase the total 
estimated cost of the mechanism. 

9. Transportation obligation limitations 

The FY10 budget proposes to treat obligation limitations for transportation programs as 
discretionary budget authority. This is a significant break from the current byzantinc 
practice of treating transportation contract authority as mandatory budget authority and 
the outlays as discretionary. 


28 



649 


How does the Administration defend its proposal against critics who say this proposal 
violates the "user pays” concept? Or have transfers from the Genera! Fund into the 
Highway Trust Fund, for example, already violated the concept? 

Why not eliminate contract authority entirely? 

Both the highway program and aviation program are undergoing reauthorization this 
year. How would this proposal affect these bills? 

Response 

In the interest of transparency, the President’s FY 2010 Budget included a scoring change 
to count contract authority (CA) as discretionary budget authority (BA) in an amount 
equal to the appropriated obligation limitation. This proposal relates to scoring rules, not 
to the question of how the government should pay for transportation programs. There are 
many potential ways to simplify and make more transparent how the Federal government 
budgets for transportation programs, and the Administration is open to exploring other 
options with Congress. 

The Administration strongly supports the goal of putting transportation programs on a 
sustainable financing path. The funding levels included in the FY 2010 Budget are place- 
holder baseline spending and revenue estimates. They do not represent the 
Administration's surface reauthorization or long-term funding goals. We look forward to 
working with the Congress to develop proposals that will strengthen America's 
infrastructure and achieve long-term sustainability for the highway trust fund. 
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OMB Director Peter R. Orszag, Responses to Questions for the Record from 
Senator Murray (Senate Budget Committee hearing, March 10, 2009) 

1. Home visiting programs 

I was very excited to see the focus on Home Visiting Programs in this budget. As you 
well know, home visiting programs have been shown to increase school readiness, lessen 
the likelihood of child abuse and neglect, and assist in the early identification of 
developmental and health delays. 

In Washington state, as around the country, we have many types of home visiting 
programs that have been shown to be effective; whether nurse home visiting or home 
visiting programs involving social workers and child development specialists. 

As you know. Senators Bond, Clinton and I reintroduced the Education Begins at Home 
Act this year, which has broad support from the early education community, and includes 
all types of effective home visiting programs, ft is my hope that going forward this year, 
we can work together to ensure that this Administration’s Nurse Home Visiting Program 
proposal can be expanded to include all Home Visiting programs that are effective, 
including other types of providers. 

« Would you be willing to work with me and my colleagues lo ensure that all 
effective home visiting programs are included in any federally-supported Home 
Visiting initiative? 

Response 

Randomized control trials in multiple locations have shown very strong benefits to 
children and their parents from Nurse Home Visitation in particular. We appreciate the 
variety of ideas on home visitation that enjoy strong support from congressional members 
on both sides of the aisle, and we look forward to working with the Congress to enact a 
program that helps our most vulnerable families give their children a head start in life. 

2. OSHA programs 

State Occupational Safety and Health programs now serve close to half of the states in 
our country, including Washington State. These programs extend to reach of OSHA *s 
ability to keep workers safe and healthy on the job. But for too long, they have been 
underfunded due to inadequate requests by the former Administration. 

♦ What will we see in this Administration's budget request that will give struggling 
state OSHA programs the necessary weight and resources to support OSHA’s 
mandate to protect America’s workers? 
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Response 

'['he Administration is committed to ensuring that every American worker has safe and 
healthful working conditions. The President’s 2010 Budget honors this commitment by 
providing increased funding for the Occupational Safety and Health Administration. 
Detailed information on State OSHA program funding will be provided as part of the 
detailed Budget released in early May. 

3. Evidence-based decision making (parts a-c) 

Our current fiscal situation and the principals of good government demand that we 
prioritize our investments. I understand that as part of the new era of responsibility, OMB 
will no longer use the former Administrations PART performance assessment tool, but it 
will look for evidence-based results to determine program effectiveness. While 1 agree 
with this emphasis. I’m concerned that the last eight years of mismanaged priorities have 
led to less than solid data performance analysis, 

• How will OMB ensure that agencies have the resources and tools they need to 
properly measure program effectiveness? 

• What plans does OMB have to employ a new program performance tool, or 
specific guidance for program performance to replace PART? 

• Given the questions surrounding the accuracy of data collected over the last few 
years, how will you ensure that valuable programs are not cut or overlooked in the 
FY 20 10 budget? 

Response 

The President is committed to improving government performance, making government 
programs more efficient, and delivering more return to Americans for their hard-earned 
tax dollars. The Administration’s management reform agenda will focus on goals 
Americans care about and that are based on Congressional intent and feedback irorn the 
people served by government programs. Program success will not be measured in 
isolation, but assessed in the context of other programs serving the same populations or 
meeting the same goals. We plan to engage with agencies and Congress in the coming 
months to identify a limited set of high priority goals that will help serve as the basis for 
this agenda. 

4. Evidence-based decision making (part d) 

Data validity goes beyond determining program effectiveness. To be useful to policy 
makers and practitioners, it must be timely, accurate, and scientifically sound. While the 
last Administration put a great deal of emphasis on ‘"results driven decision making" data 
collection was often lacking; measures were not always timely; and methodologies 
painted a skewed picture of what was often called "success.” For example, the previous 
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Administration told us workers were safer than ever although safety standards and 
enforcement were scarce. The same Administration expressed concern about recent GAO 
whistleblower study that did not take into account resource constrains in making its 
recommendations about the need for more timely and accurate investigation and 
documentation of complaints of employer retribution. 

• How will OMB ensure that the Department of Labor has adequate resources to 
collect accuraie, timely, and scientifically sound data that provide a true picture of 
safely on the job, enforcement of workers' rights, and the impact of economic 
conditions on America's workers? 

Response 

The Administration shares your interest in ensuring the timely and accurate collection oT 
workplace and economic data. The President’s 2010 Budget provides strong support for 
the Department of Labor's worker protection agencies, as well as for the Bureau of Labor 
Statistics. Detailed information on funding for these programs will be provided as pan of 
the detailed Budget released in early May. 

5. Agriculture research service 

As you know, agriculture research is so important to keeping our farmers competitive in a 
global marketplace. But too many of our ag researchers are working in cramped, outdated 
and dangerous buildings. I've been working for eight years to help build a new ag 
research building on the Pullman campus of Washington State University in my stale. As 
I’m sure you are aware, there is a major backlog in building these new facilities because 
The funding has been trickling in the form of $1-2 million appropriations over the years. 

• Will you commit to working with me to really locus on making these new 
facilities a priority within the USD A budget? 

Response 

The Administration believes that agricultural research has an important role to play in 
responding to the problems and challenges facing the nation in the 21st century. Up-to- 
date research facilities can help meet these challenges. 1 look forward to working with 
you and other members of Congress to develop a cost-effective strategy to strengthen 
USDA’s research infrastructure. 
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OMB Director Peter R. Orszag, Responses to Questions for the Record from 
Senator Nelson (Senate Budget Committee hearing, March 10, 2009) 

I. NASA funding 

Dr. Orszag, your 2010 budget request for NASA is S18.7B. When combined with the 
SI B directed to NASA in the stimulus bill this results in S1.7B more than the amount 
planned by the Bush administration. However, your current out-year projections for 
NASA flat-line the agency through 2012, without even an increase lor inflation. 

Your projections for 2011. 2012, and 2013 add up to $1 .2B less than what the Bush 
administration projected NASA would need in this timeframe. 

Do you really intend to flat-line NASA's budget in these years? 

Response 

The Administration supports a robust and balanced civilian space program. The 
President's request, which includes a large increase for NASA in 2010, will enable the 
agency to not only inspire the world with both human and robotic space exploration, but 
also to lead in confronting the challenges we face here on Earth. The budget sustains this 
higher funding level in the out years — providing a total of $1 billion more than the Bush 
budget from 2009 to 2013. 

At this budget level, NASA will be able to help America maintain its innovation edge, 
contribute to American economic growth, and continue its tradition of discovery. 




THE PRESIDENT’S FISCAL YEAR 2010 BUDGET 
PROPOSAL FOR THE DEPARTMENT OF EN- 
ERGY 

WEDNESDAY, MARCH 11, 2009 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10 a.m., in room SD- 
608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman 
of the Committee, presiding. 

Present: Senators Conrad, Murray, Wyden, Nelson, Stabenow, 
Cardin, Sanders, Whitehouse, Warner, Merkley, Gregg, Enzi, Ses- 
sions, Bunning, Crapo, Graham, and Alexander. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Denzel McGuire, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. 

I want to welcome Secretary Chu here to the Senate Budget 
Committee. Welcome. Good to have you here. 

Secretary Chu is one of the Nation’s leading scientists. In 1997, 
he was a co-winner of the Nobel Prize for Physics. Prior to his nom- 
ination by President Obama, he was Director of the Department of 
Energy’s Lawrence Berkeley National Lab. He was Director of the 
Department of Energy’s Lawrence Berkeley National Lab and a 
professor of physics and molecular and cell biology at the Univer- 
sity of California. As a proud graduate of Stanford, we still respect 
the University of California, I want to assure you of that. 

[Laughter.] 

Chairman Conrad. At Lawrence Berkeley, he steered the lab’s 
effort in pursuit of new alternative and renewable energies, and so 
he is ideally suited to lead the Department of Energy at this time. 
We are pleased that Secretary Chu could join us, and we look for- 
ward to his testimony. 

I do not believe it has ever been more clear that our Nation’s eco- 
nomic and national security are directly linked to our energy pol- 
icy. We simply must address our Nation’s addiction to foreign oil 
and confront the challenge of global climate change. And in the 
process, we can create new green jobs and an alternative energy 
and energy efficiency that will help our Nation’s economy recover. 

The fact is we are still dangerously dependent on foreign oil. In 
1985, we imported only 27 percent of our petroleum. We now im- 
port almost 60 percent of the petroleum that we use. As a result, 
we are becoming increasingly vulnerable to oil supply disruptions 
and instability in other parts of the world. 

( 655 ) 
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This addiction to foreign oil is a direct threat to our national se- 
curity. Many of the countries from which we import petroleum are 
in unstable or unfriendly regions. Here is a list of the top 15 coun- 
tries exporting petroleum to the United States in 2008 and the 
number of barrels of oil we import in a single day. You can see that 
we import large quantities of oil from countries like Saudi Arabia, 
Venezuela, Nigeria, Angola, Iraq, Algeria, and Colombia. 
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We must also address climate change. The scientific consensus is 
clear. Here are the conclusions of the Intergovermental Panel on 
Climate Change, and I quote: “Warming of the climate system is 
unequivocal, as is now evident from observations of increases in 
global average air and ocean temperatures, widespread melting of 
snow and ice, and rising global average sea level. Continued green- 
house gas emissions at or above current rates would cause further 
warming and induce many changes in the global climate system 
during the 21st century. We have an obligation to current and fu- 
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ture generations to take meaningful action to reduce greenhouse 
gas emissions.” 

The economic recovery package included some key energy invest- 
ments to begin to address these issues. It included $11 billion for 
a downpayment on modernizing the electrical grid; $6.3 billion for 
local government energy efficiency and conservation grants; $6 bil- 
lion for renewable energy and transmission loan guarantees; $5 bil- 
lion for weatherization assistance; $3.4 billion for carbon capture 
and sequestration technology; $2.5 billion for energy efficiency and 
renewable energy research and development; and $2 billion for ad- 
vanced battery development. 

President Obama’s budget takes further steps. The budget in- 
cludes $26.3 billion in discretionary funding for the Department of 
Energy for 2010. The President’s cap-and-trade proposal would re- 
serve $15 billion of revenue beginning in 2012 for clean energy 
technology. And the budget builds on investments in the economic 
recovery package by increasing support for solar, biomass, wind, 
and geothermal energy; advancing development of low carbon coal 
sequestration; investing in transmission infrastructure to improve 
energy efficiency and reliability; and providing significant increases 
for basic research and science. We look forward to hearing more de- 
tails from Secretary Chu. 

Despite these advances in energy policy and new commitments 
of funding to energy, it is clear that this is going to require a sus- 
tained effort for years to come. Here was a headline in the Wash- 
ington Post just last month: “Alternative energy still facing head 
winds despite Obama’s support. Projects tripped up by financing 
and logistics.” So we know addressing our addiction to foreign oil 
and global climate change will not come easily, but it must be done. 
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With that, I want to turn to my colleague Senator Gregg for his 
opening remarks, and then we will go to Secretary Chu for his 
opening statement, and then we will go to 7-minute questioning 
rounds. Senator Gregg. 

OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman, and it is a great 
honor to welcome Secretary Chu here, and to have him serving in 
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the Government. We really appreciate that someone of your stature 
and ability has chosen to come into the Government. 

I am concerned, as the Chairman is, about our reliance on for- 
eign oil. I think we as a Nation, if we are to address not only our 
national security needs but our economic concerns, have to do 
something about this. That is why I was a strong supporter of the 
initiatives on which we had some traction last year but, unfortu- 
nately, have been recently sidetracked by this administration, 
which is, to summarize, drill more domestic product and conserve 
more. 

I am also concerned about climate change, and I think we should 
try to move away from carbon-based production of energy. And that 
is why I have been a strong supporter of nuclear power. And I am 
genuinely concerned about this administration’s approach to nu- 
clear power. 

If you look at the recent stimulus bill that was passed, stripped 
from that bill was $50 billion of loan guarantees which would have 
helped us fund an expansion of nuclear power. If you look at the 
proposals of this administration relative to Yucca Mountain and 
the disposal of waste, it is basically a proposal which, as I under- 
stand it, says we have no options for disposing of waste. And we 
know that under the licensing procedure, you cannot really license 
unless you can adequately address the waste issue. So this is a 
back-door way of limiting licenses of new plants, in my opinion. 
Rather than formally saying the administration is not going to li- 
cense new plants, it is being done in an indirect way but not mak- 
ing available adequate waste disposal initiatives; therefore, the ad- 
ministration will not be able to license new plants. 

It seems to me we are cutting off our nose to spite our face when 
we abandon nuclear or limit what is a genuine renewed interest in 
the use of nuclear, because nuclear is emission free and it is a 
hugely productive source of energy, already producing 20 percent 
of our electricity in this country. And compared to renewable 
electricty sources, nuclear dwarfs their capability of production. If 
you double the amount of energy that we produce in this country 
from wind and solar, which I would love to see us do, you still are 
only going to supply 4 percent of the Nation’s electricity for con- 
sumption. If you double the amount of energy we consume from nu- 
clear, you would get 40 percent of the Nation’s electricity. This is 
very, very doable. All we have to do is support it with the resources 
on the loan side and have a licensing process which is reasonable. 

So I want to hear specifically from the Secretary on the adminis- 
tration’s position on nuclear. Are you for it or are you against it? 
If you are for it, how many plants do you plan to license in the next 
4 years? And what is the timeframe for licensing? And what is the 
timeframe on coming up with a proposal on waste disposal? 

I think this is critical to our ability to lessen our dependence on 
oil and to address the climate change issues which are so essential. 
So I look forward to the Secretary’s testimony, and thank you for 
being here. 

Chairman Conrad. Thank you, Senator Gregg. And, again, Sec- 
retary Chu, welcome to the Senate Budget Committee, and we hope 
we have many more appearances by you during your tenure. And 
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we are delighted that you have accepted this position of responsi- 
bility. Please proceed. 

STATEMENT OF HONORABLE STEVEN CHU, SECRETARY, U.S. 

DEPARTMENT OF ENERGY 

Secretary Chu. Thank you, Chairman Conrad, Ranking Member 
Gregg, and members of the Committee. Thank you for giving me 
the opportunity to appear before you to discuss the President’s fis- 
cal year 2010 budget. 

Before I begin, I have to also note that I spent 17 years at Stan- 
ford, and 

Chairman Conrad. You know, I thought you looked especially 
bright. 

[Laughter.] 

Secretary Chu. And my wife spent 30 years at Stanford. She was 
the chief of staff of two presidents of Stanford, Dean of Admissions, 
although trained with a Ph. in physics. But, anyway — so I have di- 
vided loyalties. I am also very loyal to University of California- 
Berkeley. 

The President’s budget recognizes the enormous challenges and 
threats we face because of the ways we use energy. Today, as you 
indicated, we import roughly 60 percent of our oil, draining re- 
sources from our economy and leaving it vulnerable to supply dis- 
ruptions. Much of that oil is controlled by regimes that do not 
share our values, further weakening our security. Additionally, if 
we continue our current rates of greenhouse gas emissions, the con- 
sequences for our climate could be disastrous. 

If we, our children, and our grandchildren are to prosper in the 
21st century, we must decrease our dependence on oil, use energy 
in more efficient ways possible, and lower our carbon emissions. 
Meeting these challenges will require both swift action in the near 
term and a sustained commitment for the long term to build a new 
economy, powered by clean, reliable, affordable, and secure energy. 

The President took several strong steps toward that goal with 
the American Recovery and Reinvestment Act. As President Obama 
says, this act is putting Americans back to work doing the work 
America needs done. Let me highlight a few of its provisions on en- 
ergy. 

First, the Recovery Act will create new jobs making our homes 
and offices more energy efficient. It includes $5 billion to weath- 
erize the homes of low-income families; a $1,500 tax credit to help 
homeowners invest in efficiency upgrades; $4.5 billion to “green” 
Federal buildings, including reducing their energy consumption; 
and $6.3 billion for State and local efficiency and renewable efforts. 

The Recovery Act also includes $6 billion for loan guarantees and 
more than $13 billion in estimated tax credits and financial assist- 
ance instruments that may leverage tens of billions in private sec- 
tor investment in clean energy and job creation. This will help 
clean energy businesses and projects get off the ground, even in 
these difficult economic times. The bill also makes investments in 
key technologies, such as $2 billion in advanced battery manufac- 
turing, $3.4 billion for fossil energy research and development in 
support of clean coal efforts, and $4.5 billion for our efforts to mod- 
ernize the electric grid. 
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Getting this money into the economy quickly, carefully, and 
transparently is a top priority for me. I know that your constituent 
States, localities, businesses, and other entities are eager to move 
forward and are seeking more information about how to access this 
funding. I have met with many of them already, and we will have 
much more detail in the coming weeks. 

The President’s fiscal year 2010 budget will continue this trans- 
formation to a clean energy economy, while returning to fiscal re- 
sponsibility. The President has pledged to cut the deficit he inher- 
ited by at least half by the end of his first term. But even as we 
make the hard choices to begin to bring down the deficit, the Presi- 
dent’s budget will make strategic investments in America’s eco- 
nomic future — investments that have been delayed for far too long. 
It lays the groundwork for our future prosperity by bringing down 
the high cost of health care, by giving all of our children a world- 
class education, and by reducing our dependence on foreign oil and 
creating millions of clean energy jobs. 

The President’s fiscal year 2010 budget provides $26.3 billion for 
the Department of Energy, with investments in basic science and 
in clean energy technologies, while securing and properly managing 
our Nation’s nuclear materials. The development of this budget 
carefully considered the funding in the Recovery Act for the De- 
partment of Energy and complements those investments. The line- 
by-line details of the fiscal year 2010 budget are not yet final, but 
I would like to share with you a few of our priorities. 

Investing in Science. The President has set a goal of doubling 
Federal investment in the basic sciences. As part of that plan, the 
2010 budget provides substantially increased support for the Office 
of Science. It increases funding for climate science — a critical area 
of concern — and continues America’s role in international science 
and energy experiments. The budget also invests in the next gen- 
eration of America’s scientists by expanding graduate fellowship 
programs in critical energy-related fields. The funding builds upon 
the $1.6 billion provided in the Recovery Act for basic science pro- 
grams at the Department of Energy. 

To encourage the early commercial use of innovative clean en- 
ergy technologies, the budget supports loan guarantees to help 
these projects get off the ground. These include renewable energy 
projects, transmission projects, and carbon sequestration projects 
that avoid, reduce, or sequester air pollutants and greenhouse 
gases. It also provides support for research, development, deploy- 
ment, and commercialization of biofuels, renewable energy, and en- 
ergy efficiency projects. It also allows us to exploit our huge domes- 
tic coal resources with reduced harmful greenhouse gas emissions. 
The budget supports carbon capture and storage technology. This 
is in addition to the $3.4 billion provided in the Recovery Act for 
low carbon emission coal power and industrial projects. Together, 
these investments will reduce our dependence on oil and create 
sustainable green industries that will power our economy long into 
the future. 

As part of the President’s plan to modernize the Nation’s electric 
grid, the budget provides support for the Office of Electricity Deliv- 
ery and Energy Reliability. Goals of this program include improved 
energy storage, security, smart grid technology, and reliability. A 
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new smart grid will be more reliable, more secure, and quicker to 
recover from disruptions. 

To enhance our security, the budget increases our efforts to se- 
cure and dispose of nuclear material and invests in innovative tech- 
nology to detect and deter nuclear smuggling and weapons of mass 
destruction programs. Under this budget, development work on the 
Reliable Replacement Warhead will cease, while we will continue 
to make investments to ensure the nuclear stockpile’s safety, secu- 
rity, and reliability. We will also improve performance and account- 
ability for the environmental legacy of our Nation’s nuclear weap- 
ons program. 

Meanwhile, the budget begins to eliminate funding for Yucca 
Mountain as a repository for our Nation’s nuclear waste. Both the 
President and I have made clear that Yucca Mountain is not a 
workable option and that we will begin a thoughtful dialog on a 
better solution for our nuclear waste storage needs. 

For the longer term, the President has pledged to work with Con- 
gress to design a cap-and-trade system to reduce greenhouse gas 
emissions. Such legislation will place a market -based cap on carbon 
emissions and drive the production of more renewable energy in 
America. It will provide the framework for transforming our energy 
system to make our economy less carbon intensive and less depend- 
ent on oil. 

Our energy agenda is an ambitious one, but it is the right one. 
We simply cannot afford to put off these investments any longer. 
But with the leadership of the President, the actions of this Con- 
gress, and the support and participation of the American people, I 
am confident that we will succeed. 

Thank you, and I would be glad to answer your questions at this 
time. 

[The prepared statement of Secretary Chu follows:] 
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Statement of 

Steven Chu 
Secretary of Energy 

Before the 

Committee on. the Budget 
United States Senate 
Washington, D C. 

March 1 1, 2009 

Chairman Conrad, Ranking Member Gregg, and Members of the Committee, 
thank you for the opportunity to appear before you today to discuss the President’s Fiscal 
Year 2010 Budget. 

The President’s Budget recognizes the enormous challenges and threats we face 
because of the ways we use energy. Today, we import roughly 60 percent of our oil, 
draining resources from our economy and leaving it vulnerable to supply disruptions. 
Much of that oil is controlled by regimes that do not share our values, weakening our 
security. Additionally, if we continue our current rates of greenhouse gas emissions, the 
consequences for our climate could be disastrous, 

If we, our children, and our grandchildren are to prosper in the 2T’ century, we 
must decrease our dependence on oil, use energy in the most efficient ways possible, and 
lower our carbon emissions. Meeting these challenges will require both swift action in 
the near-term and a sustained commitment for the long-term to build a new economy, 
powered by clean, reliable, affordable, and secure energy. 

American Recovery and Reinvestment Act 

The President took several strong steps toward that goal with the American 
Recovery and Reinvestment Act of 2009. As President Obama says, this Act is putting 
Americans back to work doing the work America needs done. Let me highlight a few of 
its provisions on energy. 

First, the Recovery Act will create new jobs making our homes and offices more 
energy efficient. It includes $5 billion to weatherize the homes of low-income families; a 
$1,500 tax credit to help homeowners invest in efficiency upgrades; $4.5 billion to 
“green” federal buildings, including reducing their energy consumption; and $6.3 billion 
for state and local efficiency and renewable efforts. 

The Recovery Act also includes $6 billion for loan guarantees and more than $13 
billion in estimated tax credits and financial assistance instruments (grants and 
cooperative agreements) that may leverage tens of billions in private sector investment in 
clean energy and job creation. This will help clean energy businesses and projects get off 
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the ground, even in these difficult economic times. The bill also makes investments in 
key technologies, such as $2 billion in advanced battery manufacturing, $3.4 billion for 
fossil energy research and development in support of clean coal efforts, and $4.5 billion 
for our efforts to modernize the electric grid. 

Getting this money into the economy quickly, carefully, and transparently is a top 
priority for me. I know that your constituent states, localities, businesses, and other 
entities are eager to move forward and are seeking more information about how to access 
this funding. I have met with many of them already, and we will have much more detail 
in the coming weeks. 

Fiscal Year 2010 Budget 

The President’s Fiscal Year 2010 Budget will continue this transformation to a 
clean energy economy, while returning to fiscal responsibility. The President has 
pledged to cut the deficit he inherited by at least half by the end of his first term. 

But even as we make the hard choices to begin to bring down the deficit, the 
President’s Budget will make strategic investments in America’s economic future - 
investments that have been delayed for far too long. It lays the groundwork for our future 
prosperity by bringing down the high cost of health care, by giving ail of our children a 
world class education, and by reducing our dependence on foreign oil and creating 
millions of clean energy jobs. 

The President’s Fiscal Year 2010 Budget provides $26.3 billion for the 
Department of Energy, with investments in basic science and in clean energy 
technologies, while securing and properly managing our nation’s nuclear materials. The 
development of this budget carefully considered the funding in the Recovery Act for the 
Department of Energy and complements those investments. The line-by-line details of the 
FY 2010 budget are not final yet, but I’d like to share with you a few of our priorities. 

Investing in Science: The President has set a goal of doubling federal investment 
in the basic sciences. As part of that plan, the 2010 Budget provides substantially 
increased support for the Office of Science. It increases funding for climate science - a 
critical area of concern - and continues America’s role in international science and 
energy experiments. The Budget also invests in the next generation of America’s 
scientists by expanding graduate fellowship programs in critical energy-related fields. 

The funding builds upon the $1.6 billion provided in the Recovery Act for basic science 
programs at the Department of Energy. 

Clean Energy Technology: To encourage the early commercial use of innovative 
clean energy technologies, the Budget supports loan guarantees to help get these projects 
off the ground. These include renewable energy projects, transmission projects, and 
carbon sequestration projects that avoid, reduce, or sequester air pollutants and 
greenhouse gases. It also provides support for research, development, deployment, and 
commercialization of biofuels, renewable energy, and energy efficiency projects. And to 
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allow us to exploit our huge domestic coal resources with reduced harmful greenhouse 
gas emissions, the budget supports carbon capture and storage technology. This is in 
addition to the $3.4 billion provided in the Recovery Act for low-carbon emission coal 
power and industrial projects. 

Together, these investments will reduce our dependence on oil and create 
sustainable green industries that will power our economy long into the future. 

Smart Electricity Infrastructure: As part of the President’s plan to modernize the 
nation’s electric grid, the Budget provides support for the Office of Electricity Delivery 
and Energy Reliability. Goals of this program include improved energy storage, security, 
smart grid technology and reliability. A new Smart Grid will be more reliable, more 
secure, and quicker to recover from disruptions. 

Increased Nuclear Security; To enhance our security, the Budget increases our 
efforts to secure and dispose of nuclear material and invests in innovative technology to 
detect and deter nuclear smuggling and weapons of mass destruction programs. Under 
this budget, development work on the Reliable Replacement Warhead will cease, while 
we will continue to make investments to ensure the nuclear stockpile’s safety, security, 
and reliability. We will also improve performance and accountability for the 
environmental legacy of the nation’s nuclear weapons program. 

Meanwhile, the Budget begins to eliminate funding for Yucca Mountain as a 
repository for our nation’s nuclear waste. Both the President and I have made clear that 
Yucca Mountain is not a workable option and that we will begin a thoughtful dialogue on 
a better solution for our nuclear waste storage needs. 

Cap-and-Trade System 

For the longer term,, the President has pledged to work with Congress to design a 
cap-and-trade system to reduce greenhouse gas emissions. Such legislation will place a 
market-based cap on carbon emissions and drive the production of more renewable 
energy in America. It will provide the framework for transforming our energy system to 
make our economy less carbon-intensive, and less dependent on oil. 

Our energy agenda is an ambitious one, but it is the right one. We simply cannot 
afford to put off these investments any longer. But with the leadership of the President, 
the actions of this Congress, and the support and participation of the American people, I 
am confident that we will succeed. 

Thank you. I would be glad to answer your questions at this time. 


3 


Chairman Conrad. Thank you very much for that opening state- 
ment, Mr. Secretary. Let me begin talking about your basic philo- 
sophical construct as you approach the question of how we would 
reduce our dependence on foreign energy. 

I have been part of a group that was dubbed by the media “the 
Gang of 10“ — later it became a group of 20, evenly divided between 
Democrats and Republicans — that advocated a comprehensive ap- 
proach to reducing our dependence on foreign energy, including in- 
creasing domestic production; dramatically ramping up conserva- 
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tion; a very strong investment in renewables, wind, solar, plug-in 
hybrid; an overarching goal of getting our transportation sector 
moved off of carbon-based fuels over the next 20 years; nuclear 
power, support for nuclear power was part of this. So the basic vi- 
sion guiding this group was doing some of a lot of different things 
in order to dramatically reduce our dependence on foreign energy. 

Could you give us how you see it, how you approach this prob- 
lem? What is it that informed your decisions that you will be mak- 
ing? 

Secretary Chu. Well, I have to say I agree with just about every- 
thing you said. Many approaches have to be used simultaneously. 
In terms of conservation of energy, that is — in terms of decreasing 
our dependence on foreign oil, that is the quickest thing we can do, 
improve CAFE standards, things of that nature. 

The Department of Energy will be investing a great deal in bat- 
tery technology to make plug-in hybrids a reality. Roughly 60, 
maybe 65 percent of the transportation energy we use is in per- 
sonal transportation. Most of that personal transportation is 40, 50 
miles or less per day. So if you can offload that demand and have 
access to other forms of generating energy via electricity, that 
would decrease our dependence. 

I think biofuels has great potential; that is to say, biofuels, what 
I would call “fourth-generation biofuels,” where we can take bio 
wastes — wheat straw, half the corn stover, lumber wastes, as well 
as very rapidly growing grasses that do not require that much en- 
ergy input. There are estimates — for example, an Oak Ridge study 
that says there could be a billion tons of this material and con- 
verting a billion tons to 100 gallons of ethanol per ton will actually 
add a tremendous amount of roughly more than half of our current 
transportation needs. 

So I think there is a real possibility for all of those things. So 
just go down the route, I think nuclear has to play a very impor- 
tant role in this century for our energy needs. The nuclear energy 
that can be generated, at night you can recharge your plug-in hy- 
brid cars. 

Chairman Conrad. Let me ask you this, if I could. Another part 
of the effort was to support carefully thought through offshore drill- 
ing. Our group concluded, while that is no silver bullet, it is not 
going to solve the problem, nonetheless it is an important part of 
the mix. 

Do you have views on offshore drilling? 

Secretary Chu. Well, yes, I think if it is part of the mix, and re- 
alizing that it can play a role, but it really has to be part of a much 
more comprehensive plan. As you stated and as I said, we have to 
break our dependence on foreign oil, but we will be finding oil sub- 
stitutes and decreasing our unnecessary use of oil. But there is 
part of the transportation sector — in airplanes, in long-distance 
trains, long-distance trucks — that for the near-term future we need 
liquid transportation fuels. 

Chairman Conrad. I have less than 3 minutes left. Let me just 
say we are asking everybody to have 7-minute rounds on the first 
round here today, a little more time than we had yesterday, be- 
cause we are not backed up against a vote. So I want to get as 
quickly as I can to the questions that I have. 
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Coal. I come from the State of North Dakota. Most people think 
of that as an agricultural State, and indeed we are, and proud of 
it. But we are also a major energy State. Very few people think of 
us that way, but we are one of the major oil and gas producers, 
have major coal deposits. And I see this battle every night on tele- 
vision about coal, and some advocating clean coal technology, car- 
bon sequestration, recognizing that 50 percent of our electricity 
currently comes from coal. I see these other ads running that say 
there is no such thing as clean coal and it is all a ruse and a farce. 

What would you say to the American people, what would you say 
to this Committee and to the Senate of the United States with re- 
spect to coal? 

Secretary Chu. Well, I think that coal again in this century will 
have to play a part of our energy mix. It is abundant. There are 
four countries that hold two-thirds of the known coal reserves. The 
U.S. is in No. 1. It has the largest reserves of coalalong with China, 
India, and Russia. 

To my associates and friends who say that Americans should 
stop using coal, I would say we have to — I would counter that by 
saying we have to develop clean coal technologies because India 
and China will not turn their back on coal. And I do not think the 
United States will. And I think it is very possible that we can begin 
to develop these technologies aggressively so that we can trap a 
large fraction of the carbon emitted from these coal plants. It is a 
necessity given the fact that the world has incredible coal reserves. 

Chairman Conrad. I have just 30 seconds left. If I could just 
pursue that issue, what are the realistic prospects for carbon se- 
questration? Can you give us your insight there? 

Secretary Chu. We need to pilot existing technologies simulta- 
neously, existing technologies that can capture some reasonably 
large fraction, at least to get in parity with natural gas as a min- 
imum. 

Chairman Conrad. And what would that be as a percentage, re- 
alistically? 

Secretary Chu. A percentage of how much carbon? I would hope 
that we could capture 60, 70 percent at the start, and then do the 
research that brings into economic viability to go to 80, 90-plus per- 
cent. But I do not want to start by saying we have to begin with 
90, 95 percent. So we want to get it going. We have to test tech- 
nologies. 

In the meantime, I plan to put a lot of money into research to 
test new ideas that could revolutionize, but the existing tech- 
nologies we need to start piloting today. 

Chairman Conrad. Thank you. 

Senator Gregg. 

Senator Gregg. Thank you, Mr. Chairman. 

Mr. Secretary, first off, I appreciate your allusions alluding to the 
fact that you do support nuclear as an option here. But I look at 
the constituencies who have been active in the Democratic Party, 
and many of them actively oppose nuclear power. My own experi- 
ence in New Hampshire as Governor was that we were trying to 
bring online the last nuclear power plant licensed in this country, 
which was called Seabrook, and it took us an extra 15 years, cost 
the ratepayers in New Hampshire an extra $1 billion because of 
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the extremely aggressive opposition to the use of nuclear power, 
which was mostly affiliated with members of the Democratic Party 
in our State. And so I think there is at the core of the party that 
you represent a real resistance to using nuclear power, and we 
ought to be honest about that. 

So my question to you: Is this administration going to support 
the licensing of new nuclear power plants? The Nuclear 
Regulatoroy Commission expect 22 applications for 33 units 
through 2011. Will any of those plants be limited in their ability 
to be licensed because the administration is no longer going to pur- 
sue Yucca — which I can accept if you had another option? Of the 
33 units that are expected, how many will be licensed in the next 
4 years? 

Secretary Chu. OK. So I think I have been very clear since join- 
ing the Administration, and actually previous to that, that I believe 
that nuclear power is an essential part of our energy mix. It pro- 
vides clean baseload generation of electricity. 

In terms of the Yucca Mountain issues and nuclear waste, I 
think looking back at how that started 

Senator Gregg. I do not want to debate Yucca. 

Secretary Chu. OK. 

Senator Gregg. Because I accept the fact that Yucca may not be 
viable. 

Secretary Chu. So what I intend going forward to do is begin to 
discuss with various people a blue-ribbon panel to say, OK, let us 
develop a long-term strategy that must include the waste disposal 
plant in order to go forward. 

Senator Gregg. But are you going to limit the licensing of these 
32 units until you complete this, as you called it, “thoughtful dia- 
log”? 

Secretary Chu. No, I do not — first, the NRC does the licensing, 
and 

Senator Gregg. Right. What will be the policy of the administra- 
tion? 

Secretary Chu. Well, I do not think the NRC should be limiting 
that or putting the licensing on hold, quite frankly, because the 
NRC has also said that we can put in the waste currently we now 
have and distribute it into dry cask storage. That dry cask storage 
could be safe for decades while we develop this energy. Within this 
year, we hope to develop a plan to move forward. So I do not see 
that as preventing going forward with aggressive licensing, quite 
frankly, but, again, that is the NRC’s domain. 

Senator Gregg. Will you be promoting additional lending author- 
ity — for example, $50 billion was taken out of the stimulus pack- 
age — to assist in the construction of nuclear power plants? 

Secretary Chu. I would actually be in favor of increasing — we 
have $18.5 billion. We are moving very aggressively toward getting 
that money out the door. 

Senator Gregg. But that only will do three to five plants, so 
there was $50 billion in the pipeline that was taken out. Would you 
support putting that guarentee back in? 

Secretary Chu. Well, let us just say I would support encouraging 
the nuclear industry to grow, at least. We are right now focused 
on starting the next generation of power plants, getting a generic 
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licensing of the Westinghouse and GE designs, and so you can ac- 
celerate that. You get, for example, the AP1000 license, and then 
a much shorter licensing period for a particular site. So we are 
working hard and helping get those initial generic licensing 
through the door with the NRC. 

So I know you are a little bit suspicious, but believe me, I want 
to encourage this thing to go forward. 

Senator Gregg. Well, I appreciate that, and I think your voice 
would be extraordinarily helpful because you are so highly re- 
garded for your expertise. 

Another question. You outlined a series of different sources 
where you could produce ethanol without having to put more in 
than you got out, to put it simply. 

Secretary Chu. Right. 

Senator Gregg. Switchgrass and other types of biomass. Doesn’t 
the present subsidy structure of ethanol, which perversely pro- 
motes corn, undermine the ability to aggressively pursue those 
other forms of biomass? 

Secretary Chu. No, I don’t really think so, but let me also say 
that currently, with present technology, we don’t have a cost-com- 
petitive technology of getting cellulose waste and grasses. But I ac- 
tually have great hope that that will come about. 

I have personally invested a lot of my time over the last four- 
and-a-half years at Lawrence Berkeley Lab. As you may know, 
Lawrence Berkeley Lab with UC-Berkeley and Illinois haveten a 
BP contract for converting cellulosic sources into not only ethanol, 
but more advanced fuels, and the Department of Energy has in- 
vested in three research laboratories, one centered in Wisconsin, 
one centered in Lawrence Berkeley Lab, and one centered at Oak 
Ridge, to create advanced biofuels. 

The progress in those labs has been remarkable, even though 
they have only been in operation about 1 year. Berkeley Lab has 
already generated yeast and bacteria that can create out of simple 
sugars not ethanol, but gasoline and diesel-like fuel. And so they 
are now concentrating on getting that productivity up so it becomes 
commercially viable. 

The reason BP has invested half-a-billion dollars in the Univer- 
sity of California Berkeley Lab and Illinois is because they think 
it is actually a real possibility of a new business. So I am pretty 
optimistic. 

Senator Gregg. That is good to hear. Natural gas — shouldn’t we 
be drilling for a lot more natural gas in the United States? Our na- 
tion has the potential to tap into our huge natural gas reserves and 
we are always hearing about new ones being discovered across the 
country. Shouldn’t we be more aggressively using natural gas and 
drilling for it, and drilling for it in the Outer Continental Shelf? 

Secretary Chu. Well, I think natural gas is a very clean source 
of energy. Of all the fossil fuel energies, natural gas is the cleanest. 
It does have carbon emissions, but one of the concerns about nat- 
ural gas is, partially like oil, is its extremly volatility. Yes, devel- 
oping more natural gas in the United States should be part of a 
comprehensive energy plan. 

Chairman Conrad. Thank you, Senator Gregg. 
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Senator Murray? Let me just say the order on our side is Mur- 
ray, Cardin, Warner, and Merkley. On the other side, Crapo, Alex- 
ander, Graham, Bunning, and Sessions. 

Senator Murray. 

Senator Murray. Thank you very much, Mr. Chairman, for hold- 
ing this hearing. 

Secretary Chu, good to see you again. Thank you for being here 
to testify and thank you for your willingness to take on this incred- 
ibly important agency. With everything you have had on your 
plate, I am not sure you had time to plan a trip out to my home 
State of Washington yet, but I wanted to reiterate my invitation to 
you to come and visit. Between Hanford and PNNL, we have a lot 
of facilities, I think, that you would benefit from seeing in person 
to understand their importance, and thanks to the Economic Recov- 
ery Act and the omnibus bill that we passed last night, the face 
and footprint of those facilities are going to be changing dramati- 
cally, so I again invite you to come out and see firsthand those fa- 
cilities. 

The Presidential priorities for clean energy really are exciting 
and I am delighted that we are looking at the future and how we 
need to plan for that. But as you and I have talked about pre- 
viously, we can’t forget our past as we look at our future, and 
clean-up is obviously not as flashy as some of the great new energy 
proposals out there and the other missions, but it has to be a pri- 
ority of your agency and I want to make sure that we agree that 
the Federal Government has a moral and legal obligation to clean 
up those sites across the country and I need to know that you are 
with me when it comes to buckling down and focusing on the hard 
work of clean-up at the EM sites like Hanford, which is in my 
home State. 

The funds that were provided in the Economic Recovery Act and 
in the omnibus bill that the President is going to be getting shortly 
were really designed to help us get back on track toward stable an- 
nual budgets, because we have seen 4 years of decline in these 
budgets and it has been an annual battle here that we should not 
be into. And I wanted to ask you this morning while you are here 
how you plan to buildupon the gains that we made for the EM 
budgets in fiscal year 2010. 

Secretary Chu. Well, first, I think the Department of Energy has 
legal and moral obligation to clean up the cold war legacy. As you 
know, I argued within the Administration for substantial funds re- 
quested in the Economic Recovery Act, and so I was very pleased 
that we were given those funds and we are working apace at trying 
to deploy those funds as quickly as possible to really add a big kick 
to the clean-up obligations we have. I also am anticipating going 
to future stable budgets for that, and we are planning to come visit 
the State of Washington. 

Senator Murray. Oh, you are? Great. Well, I am delighted. You 
are going to be at Hanford and CRPN while you are there? 

Secretary Chu. I — well 

Senator Murray. You haven’t made all those plans yet? 

Secretary Chu. Well, certainly I will 

Senator Murray. We will help you plan. 

Secretary Chu. You can help me plan. 
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[Laughter.] 

Senator Murray. Good. I appreciate that. 

Secretary Chu. That would be great if you could help us. 

Senator Murray. OK. Fantastic. 

Secretary Chu. You will be hearing from us very shortly, actu- 
ally. 

Senator Murray. OK. Great. Let me just say that the Economic 
Recovery Plan, whose focus is on the EM sites, needs nationwide 
to reduce their footprint so that we aren’t paying the continual 
costs every year. It is very important. 

But it is also important that we have stable budgets every year 
and we are working with the administration to get a funding level 
of $6.5 billion for fiscal year 2010 so we can continue the important 
work of doing the clean-up at those sites. So I hope that you will 
work with us as we move toward that. 

Secretary Chu. I agree with you. Those are my goals. I should 
also say that I am spending a lot of attention on this money, to use 
it as wisely as possible. There have been in the past some cost 
overruns and we are taking steps in order to make sure — ensure 
that the projects are better managed both in the Department of En- 
ergy, and by the project managers on the sites. And so we are look- 
ing very hard at that. So it is not only the amount of money, but 
we want to raise the level — the effectiveness in which we use that 
money. 

Senator Murray. OK. Well, we look forward to working with you 
on that. 

Let me ask you about the national labs. I know, given your back- 
ground, that those are very important to you. Washington State is 
the home to the Pacific Northwest National Laboratory. That is a 
very unique lab. I hope you have time to see it while you are there. 
It has a lot of diverse capabilities, from chemistry, energy, home- 
land security. It is actually home to EMSL, which is an Office of 
Science National User Facility, and PNNL is actually not only in 
Central Washington at the Hanford site, but we also have a site 
up on the Olympic Peninsula where we have the DOE’s only ma- 
rine science lab in the Nation and it is located in Sequim. 

I know that you must be as pleased as I was that Congress fund- 
ed the Department of Water Power Program at $40 million in the 
2009 omnibus bill. That is a huge increase for that program and 
it covers many areas of water power research, from emerging water 
power technologies, like marine and hydrokinetics, to conventional 
hydropower. 

The Pacific Northwest is a premier region for hydropower and 
continued innovation in that arena is critical, I believe. Can you 
talk to us about your vision of hydropower as we talk about the fu- 
ture energy use of the nation? 

Secretary Chu. Well, I think hydropower is one of the cleanest 
sources of renewable energy that we have. I don’t know to what ex- 
tent — many people tell me that it is largely developed. I would ac- 
tually like to see hydropower being used as pump storage so that 
we — this is using the electricity generated from wind turbines, 
from solar, to actually pump water back up into the dams and then 
to release it back into a holding pond below so that you can actu- 
ally store the renewable energy. This is a technology that the world 
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is currently using and I see hydro, particularly in the Pacific 
Northwest, we have already begun discussions in the Bonneville 
Power Administration on how we can incorporate in an environ- 
mentally responsible way pump storage, because we will need stor- 
age mechanisms as renewable energy grows. So I think I am a big 
fan of hydro. 

Senator Murray. OK. Great. And just quickly, in my last 30 sec- 
onds, I mentioned the Marine Sciences Laboratory at Sequim. They 
can be a real asset to your agency when you look at R&D. They 
are looking at a lot of really new technologies in our marine areas 
and I know when you come out to Washington State, it is a big 
State, you won’t be able to get to everything, but I do hope the Ma- 
rine Sciences Laboratory is a part of looking at some of this future 
energy. We have a lot of ocean out there that we can use if we have 
the technology to be able to use it. 

Secretary Chu. Very quickly, I am not sure — the time is running 
out, but very quickly, I just want to say I do have a soft spot for 
the National Lab System. Actually, when I was at Berkeley as a 
graduate student post-doc, I was also an employee of Lawrence 
Berkeley National Laboratory during those 6 years and the Na- 
tional Lab System is an incredible asset to the country. I know the 
statistics better for Berkeley Lab, so at the chance of sounding 
more provincial, I would have to say that Berkeley Lab has trained 
over 30 young scientists — students, post-docs, young career sci- 
entists — who later went on to get a Nobel Prize. 

Senator Murray. Wow. 

Secretary Chu. I don’t know what the number is of all the Na- 
tional Labs, but they are an incredible asset to our intellectual 
strength. Anything that will not only protect but enhance their ca- 
pabilities, I am all for. 

Senator Murray. OK. Thank you very much. Thank you, Mr. 
Chairman. 

Chairman Conrad. Thank you. 

Senator Crapo. 

Senator Crapo. Thank you very much, Mr. Chairman, and Dr. 
Chu, I also welcome you here. 

Before I get started on my questions, I just wanted to mention 
my disappointment, and I am sure you share it, over the incident 
that we were notified about last week concerning the loss of per- 
sonal information of about 59,000 current and former employees at 
the Idaho National Laboratory. I know and I hope that your De- 
partment will continue to followup on efforts to protect the credit 
histories of those individuals and encourage you to do everything 
you can to make certain that we protect against this type of inci- 
dent in the future. 

I want to come back to nuclear, as you may have suspected. I 
strongly support the comments that have been made by my col- 
league, Senator Gregg, and by my colleague, Senator Murray, with 
regard to both the environmental management side of the issue as 
well as the advanced movement forward on nuclear power. 

I know you have already indicated your support for nuclear 
power. I wanted to point out that, as you are very well aware, in 
August of 2008, when you were the Director of the Lawrence 
Berkeley National Laboratory, you, along with the other directors 
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of our National Labs, signed a report called “A Sustainable Energy 
Future: The Essential Role of Nuclear Energy,” and Mr. Chairman, 
I would like to submit a copy of that report for the record. 

Chairman Conrad. Without objection. 

Senator Crapo. Thank you. And the reason I wanted to do that 
is simply to make sure that the record shows the strong support 
that exists for nuclear power as a key part of our national energy 
policy. 

Senator Gregg has talked about the need to focus on making sure 
that nuclear power is treated properly in the budget and that we 
focus on the loan guarantees and the licensing. That report also 
laid out a very aggressive nuclear R&D agenda that covers both 
sustaining the current reactor fleet, closing the nuclear fuel cycle, 
and expanding our nuclear power’s reach beyond electricity. 

My question to you is, these R&D activities require much signifi- 
cant funding and I think they will have a tremendous return on in- 
vestment. But are you and the administration committed to prop- 
erly funding these R&D activities? 

Secretary Chu. The simple answer is yes. I stand by what I 
signed several years ago. As I said, I have a record of saying that 
nuclear has to be part of our energy mix in this century. I think 
closing the fuel cycle is something we do want to do. We do not 
know how to do it in its present form. I am worried about its pro- 
liferation potential and we should work hard at closing the fuel 
cycle to make it more proliferation-resistant. 

But in the long term, I think ideally it would be a good step for 
several reasons. It has the potential for greatly reducing the 
amount of nuclear waste, with a small percentage of reactors hav- 
ing high-energy neutron flux that you can burn down the long- 
lived — actonize the waste material. That would mean that you 
would have to store stuff for a million years, you can reduce it to 
hundreds of years, so there is that potential. So both the advanced 
nuclear reactors that can do this, and that is why we have to take 
a fresh look at the nuclear waste repository strategy, as well. It is 
all incorporated in the strategy, which include research into mak- 
ing fuel cycling, recycling, a reality. 

Senator Crapo. Well, thank you. I appreciate that. There has 
been — as Senator Gregg indicated, there have been sort of some 
subtle signals, maybe just in the sense of lack of attention to the 
role that nuclear power can play in what we have seen already that 
have raised concerns, and so I hope that as we move forward and 
get specifics on the budget proposals, we can have a much more full 
explanation of the support for this kind of R&D. 

I would like to also go to the Yucca Mountain decision. I am very 
discouraged by the decision that has been made by the administra- 
tion with regard to Yucca Mountain, and you indicated in your re- 
sponse to Senator Gregg that one of the things that could be done 
while we were trying to figure out where to go now is dry cast stor- 
age. 

As you are probably aware, that is not going to help Idaho. Idaho 
is the location of a significant amount of spent nuclear fuel that 
was not generated in Idaho, and the Federal Government has a 
binding agreement with our State to remove that nuclear fuel by 
2035. It takes a long time. If you are going to shift from Yucca 
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Mountain now, I suspect that just simply putting the material into 
dry cast storage is — I know that that is not a solution for the 
agreement that the Federal Government has with Idaho and that 
we are going to probably look at a very long timeframe of whatever 
the next option you may come up with is. 

And so I guess the question I have to you is how will you resolve 
the issues in terms of managing the spent nuclear fuel at Idaho 
and the Federal Government’s obligation to take possession of that 
fuel? 

Secretary Chu. Well, we do have an obligation. My under- 
standing is by 2035, it should be ready to ship out. I am hoping 
after — I don’t want to prejudge what this blue ribbon panel might 
determine, but again let me reiterate this will be done this year, 
that we can move in a way that would not take as long as the pre- 
vious experience. 

Senator Crapo. Well, I hope you are correct about that, and 
frankly, a lot of research that is being done at the Idaho National 
Lab, as you have just indicated, could help to be a part of that solu- 
tion. 

Secretary Chu. Right. 

Senator Crapo. And although I am very discouraged in the deci- 
sion that we have seen, I think we need to get very aggressive at 
finding a path forward. 

I have a couple of other questions. I have about a minute left. 
One question I had is as we were doing the — pursuing the stimulus 
package, one of the provisions that was in it was a manufacturing 
tax credit, which again talked about a lot of different forms of en- 
ergy but it did not specifically mention nuclear energy. As we re- 
vised the bill on the floor of the Senate, we were able to change 
the language there, not to mention nuclear specifically but to give 
the authority to the Department of Energy to include nuclear 
power in that manufacturing tax credit. I just wanted to make sure 
you were aware of that and also to receive your assurances that 
nuclear power will be able to receive that manufacturing tax credit 
as we move forward. 

Secretary Chu. I am not actually aware of the exact details, but 
I will certainly look into it, and if it is allowed, they will certainly 
be eligible. 

Senator Crapo. All right. Well, thank you very much. 

One last question. In President Obama’s fiscal year 2010 budget 
request, he assumes 100 percent auctionable allowances under a 
cap and trade legislation proposal. Twenty percent or $150 billion 
over 10 years is directed to clean energy technologies, including 
biofuels, renewable energy, and so forth. Can you expand a little 
bit on what clean energy technologies will receive funding from this 
proposal and whether nuclear energy will be included there? 

Secretary Chu. Again, I am not sure of the exact statutes, but 
let me tell you what I understand it is going to be. Biofuels is an 
example. Clean energy biofuels is what I call fourth generation 
biofuels, where you put in far less fossil fuel inputs into the 
lifecycle generation costs. Advanced batteries — we do not have bat- 
teries that can last 15 years of deep discharges, that we need prob- 
ably a factor of two or three higher energy densities before I could 
see a massive deployment of plug-in hybrids, and then even a bet- 
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ter battery for all-electric vehicles. Those are examples of clean en- 
ergy technologies. 

Senator Crapo. Would nuclear be included, in your opinion? 

Secretary Chu. I would have to look again at the statute, quite 
frankly. Nuclear is — we have still a nuclear waste issue we have 
to overcome and we have — but, you know, if you look at the palette 
of our basic electricity now, it is gas, it is coal, it is nuclear. 

Senator Crapo. Well, thank you. I see my time has run out. 

Chairman Conrad. You kind of snuck an extra one in on me 
there. 

Senator Cardin. 

Senator Cardin. Well, Mr. Chairman, first, thank you for holding 
this hearing, and Secretary Chu, it is a pleasure to have you before 
our committee. I also add my thanks for your willingness to serve 
our nation in this critical role. 

Our energy policy needs to achieve two objectives: One, energy 
independence, so we are not as dependent upon foreign sources of 
energy; and two, we need to deal with the global climate change 
and greenhouse gas emission issues. So let me first deal with the 
environmental issues. I want to congratulate the administration for 
including the cap and trade proposal in your budget. 

Our energy policy can make us more secure, it can help our econ- 
omy, and it can also improve our environment and make America 
a leader internationally. A cap and trade system establishes a spe- 
cific goal on carbon reductions and I think that is perhaps its 
greatest strength, that we know on a particular day we will hit 
particular goals. 

It also, with the trade system, allows market forces to work. We 
would have the capability of looking at vulnerable consumers and 
making sure that they are held harmless or that we deal with the 
adverse impact of a carbon cap on their logs. So it gives us that 
capacity. But we have to get it right. We want to make sure the 
market forces work and that with whatever rebates we provide or 
however we use the revenues, we don’t injure the concept of allow- 
ing the market to determine energy sources in the future. 

I want to underscore one point. Cap and trade is going to be 
friendly toward nuclear power because the carbon footprint on nu- 
clear energy is rather modest. And to my friends who seem to think 
this is a partisan party issue, in Maryland, we are moving forward 
with a new reactor because we need it in our State. We have a 
Governor who is a Democrat who supports this and our delegation 
supports this. We definitely believe that nuclear is part of Amer- 
ica’s goal to become energy independent and to be friendlier toward 
our environment. 

But we also need the revenues to invest, and I have heard my 
friends talk about certain investments that we need. We do need 
to invest in the next generation of nuclear. We need to figure out 
how we are going to deal with clean-burning coal as part of our en- 
ergy solution in this nation. And we need to invest in new tech- 
nology. So we need to get it right, and the revenues from the cap 
and trade would allow us to do that. 

Last week, we had the opportunity to meet with your counterpart 
from Great Britain and he made a very interesting observation. He 
said the fact that Europe and England moved forward unilaterally 



677 


on climate change legislation was good for their economy. They 
weren’t so concerned about what other nations were doing other 
than the international impact, that we all have to be together on 
it, but that this was good for the economy of Great Britain. 

Yesterday this Committee talked about getting health care costs 
under control, because the long-term impact on our economy if we 
don’t would be devastating. We can talk about deficits all we want. 
If we can’t control health care costs, it is going to be very difficult 
for us to deal with budget deficits in the future. If we don’t deal 
with energy issues, the impact on our economy could be severe. So 
I would ask you to comment as to how, if we get this energy policy 
right, it is going to create jobs for our economy and help us grow. 

Secretary Chu. Well, I agree with you and I agree with the Brit- 
ish minister. I liken it to really identifying something that is a 
common challenge not only in the United States, but across the 
world, regarding decreasing our emissions on carbon, that this is 
a cause that all the world should be investing heavily in. 

And so what do we invest in? Well, we invest in, in the near 
term, weatherization of homes, but we invest in how to develop 
buildings, commercial and residential buildings that are much 
more energy efficient. Those investments go into the country where 
those buildings will occur. When we do that, what we are really 
doing when we spend roughly 40 percent of our energy in build- 
ings, we will off-load that expense. I mean, a lot of that purchase 
of dollars in paying for utility bills just goes up the smokestack. 

And so what we are doing is we are rebuilding infrastructure 
that in the new world, where energy costs will be seen on the long 
term to increase and we recognize the new 800-pound gorilla in the 
room is climate change, and so while we are investing to try to 
mitigate the more severe predictions that might occur, you are 
building an infrastructure that is much more efficient so you don’t 
spend as much 

Senator Cardin. I hope that our investment includes public 
transportation, because if we can get people to work quicker and 
friendlier, I can tell you particularly in this region, it will be good 
for our economy and result in less stress for the people who have 
to confront traffic problems here in the Washington region and 
around the country. 

I want to move on to energy independence for a moment, because 
you are specific about your goals on the environment. You are not 
quite as specific on energy independence. I encourage you to estab- 
lish reasonable goals as to how we can wean ourselves off of im- 
ported energy sources, particularly oil. We should also have a way 
of judging whether we have reached those goals, and using, as the 
President announced last week, the best science we have available 
to achieve those goals. Third, we need to know what policies Con- 
gress should advance to assist in that regard. I urge you to have 
some mechanism to achieve that. 

Some of us in Congress have offered suggestions. We look for- 
ward to working with you. We need to be able to judge how we are 
achieving energy independence. We have been through this many 
times before and we didn’t achieve great results. Let us make sure 
we get it done this time. 
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Secretary Chu. I think there are very specific goals. It is a dou- 
ble-barreled thing. You use less and you create more transportation 
fuel on shore. But biofuels is a large part of that 

Senator Cardin. But what I am saying is that we need specific 
goals as to how much oil we will have to import next year, 5 years 
from now, 10 years from now, and hopefully at some point, zero, 
and we must have in place mechanisms to ensure that we achieve 
those goals. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Cardin. 

Senator Alexander. 

Senator Alexander. Thank you, Mr. Chairman. 

Welcome, Mr. Secretary. First, I want to thank you for your work 
on the America Competes recommendations to Congress, which I 
hope you find as a very useful blueprint over the next few years 
and I hope we can properly fund it. 

Second, I want to invite you, as I know you will, to come to the 
Oak Ridge Laboratory, particularly because of the renewable en- 
ergy work there in which you have been very interested the last 
few years and its alliance with the University of Tennessee on 
science matters. I think you will find that especially interesting. 

Without being presumptuous, I would like to suggest a way that 
you could win another Nobel Prize or someone could, and that 
would be to find a way to capture and deal with most of the carbon 
after it has been burned in existing coal plants. You made some 
reference to this the other day in your Energy Committee testi- 
mony. You talked about post-combustion technologies needed to 
meet the climate challenge. 

I think you could understand some of the skepticism around the 
table about the administration’s goals when it comes to nuclear and 
coal. My friend and fellow Tennessean A1 Gore can write a whole 
article about reaching low-carbon goals in the next 10 years with- 
out even mentioning nuclear power. And in his article in the New 
York Times in November, which sounded like a blueprint for the 
Obama administration, he said that the idea of recapturing carbon 
from coal was so unrealistic as to be imaginary. Do you agree with 
that? 

Secretary Chu. Well, golly, you are going to put me on the spot 
to disagree with my friend, A1 Gore 

Senator Alexander. Well, he is my friend, too, but that doesn’t 
mean he is always right. 

Secretary Chu. Let me just say that I think there is a lot of inge- 
nuity out there that we are going to have to try, and I think there 
is a reasonable chance of success, quite frankly, in capturing a 
large fraction of the carbon emitted from coal-burning plants. I 
want to say that we have to try to do this because no matter what 
the United States does, India and China will not turn their back 
on coal. They are building pulverized coal plants, conventional coal 
plants 

Senator A lexander. Yes. 

Secretary Chu [continuing]. One a week are the numbers I am 
hearing. So if we don’t develop this technology, who will? 

Senator Alexander. Well, there are strong environmental 
groups who agree with that point. I mean, the Natural Resources 
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Defense Council makes that point. And let us forget carbon for the 
moment, but we have sulfur and nitrogen to think about, as well, 
and it goes up in the air in India and we breathe it in Los Angeles 
and Tennessee. So a gift to the world, it seems to me, would be 
during your time as Energy Secretary to find a way to get rid of 
carbon, which is the only remaining pollutant in coal that we don’t 
know how to control. 

Let me press that a little further. All the talk is about carbon 
sequestration and sticking it under the ground. I am not a sci- 
entist. That seems unlikely to me for such a large amount of car- 
bon. Isn’t there more likely to be some biological or chemical proc- 
ess, such as the algae experiments we have heard about, that 
might produce a way to burn coal from existing plants and get rid 
of it? 

Secretary Chu. First, there have been experiments going on now 
in geological sequestration of carbon, a couple million tons a year 
in a few locations. I am not skeptical, quite frankly. I think it has 
to be done right. It has to be monitored for safty in order to gain 
the confidence of the American public. 

But we are looking at all sorts of ways. Algae is one of them. The 
downside of algae, quite frankly, is that you need a tremendous 
amount of surface area in order to capture a large fraction of the 
carbon dioxide, where, you know, you pass it over algae 

Senator Alexander. But you also do for solar thermal power 
plants, if I am not mistaken. You have acres of mirrors. 

Secretary Chu. That is true, so the issue here then is you would 
have to port that carbon — the coal plants are more centralized in 
higher populated areas, and so you would have to imaging porting 
that carbon dioxide out of the cities where the coal plants are to 
some distant location. 

But we will be looking at all of these avenues. We will further 
be looking at avenues in which you can grab carbon dioxide out of 
the air. Plants do this, and we will be looking at ways in which we 
can apply that. A plant grabs carbon dioxide out of the air and it 
grows into some biomass type of thing. Now, when it is used, either 
it is burned or when it just falls and decays, the microbes recycle 
virtually all of that carbon back into the atmosphere. A small frac- 
tion — 

Senator Alexander. Well, I am very encouraged that you are in 
the position that you are and to hear your testimony. It seems to 
me that so much of our discussion about climate change and clean 
air comes down to a carbon tax and renewable energy. And even 
if you are for both those things, given the size of our economy and 
India and China and what they are doing, it seems to me that 
sometimes we overlook the easiest ways to solve the problem. You 
have mentioned one, which is conservation and efficiency. To give 
Gore a little credit, he says that 40 percent of carbon comes from 
buildings. Well, we can probably agree on what to do about that. 
But right after that comes nuclear. No one has mentioned this fig- 
ure today, but it is 70 percent of our carbon-free electricty, so how 
could we even think about dealing with climate change without in- 
volving nuclear power? And if coal is half of our electricity and it 
is American and it is low cost and we have more of it than anybody 
and we are helping the world, it would seem to me that a mini- 
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Manhattan Project on carbon capture, as the National Institute of 
Engineering has recommended, would be a terrific goal for the new 
Secretary of Education. 

Secretary Chu. How about Energy? 

[Laughter.] 

Secretary Chu. I agree 

Senator Alexander. I mean Secretary of Energy. I am sorry. 

Secretary Chu. I agree. I agree with all the things you have said. 
I would love to invest more in carbon capture and sequestration of 
all kinds and taking the carbon from coal plants and turning it into 
cement and using the cement. It is going to be 

Senator Alexander. Do you plan to use the new ARPA-E, the 
Energy Department form of DARPA, for such things as making 
solar power costs competitive, finding ways for carbon capture, ad- 
vanced biofuels, nuclear waste reprocessing? It seems if you had 
four little mini-Manhattan Projects to deal with those four things 
at ARPA-E in the next 5 years, that would transform the world’s 
energy picture. 

Secretary Chu. I would love ARPA-E to invest in all of those 
things. And as you know, we are planning to stand it up. 

Senator Alexander. Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator. 

Senator Warner. 

Senator Warner. Thank you, Mr. Chairman. I would also like to 
add my congratulations to Dr. Chu, and thank you for taking on 
this terribly important challenge. 

Let me first of all associate, before I get to my questions, with 
the comments of both Senator Cardin and Senator Alexander. I 
share, like Senator Cardin, the belief that nuclear power has to be 
part of the mix. We in Virginia, like Maryland, are one of the 
States that is further along in terms of adding new reactor capa- 
bility, and clearly we have disposal issues, but I do hope it is part 
of the mix. 

Echoing what Senator Alexander said, I also believe, as I think 
you appropriately pointed out, should America move away from 
coal, India and China are not. So the Holy Grail is getting a clean- 
er way to grapple with coal, and I would simply point out, perhaps 
for your staffs review at some point, if we could do it post-burning, 
great; but if the sequestration option is still out there, we have a 
brand-new, next-generation coal plant being built in southwest Vir- 
ginia where there are wonderful geological formations in terms of 
the ability to sequester. And I cannot think of anything better than 
eastern Tennessee, southwest Virginia, West Virginia, places in 
Appalachia, along with Pennsylvania, that started the industrial 
age in America that developed the coal to actually have the solu- 
tion set come from that region as well. So I would urge you and 
your staff to take a look at that facility as a potential beta site for 
a sequestration project. 

Let me come back to one of my favorite topics, and that is, how 
we are going to make sure that all that is on your plate is going 
to be done efficiently and effectively. I am very excited about all 
the options that came out of the recovery plan: your weatherization 
activities, the smart grid, the green buildings, the loan program. 
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The challenge, though, that I think you have is: As you use these 
assets, how do you get them out quickly, create jobs, and at the 
same time scale up these programs effectively? One of the things 
that I was happy to see that you did that I would love to see other 
secretariats do is I understand you hired a former McKenzie guy — 
I believe his name is Matt Rogers — to look at this. And I would like 
for you to describe what Mr. Rogers’ portfolio will be on how we 
set up, not just from an Inspector General looking back standpoint, 
but how do we make sure on the front end of these programs and 
projects we get it right in terms of protocols, procedures, and make 
sure that there is going to be appropriate financial oversight. 

Secretary Chu. Well, yes, thank you for giving me this oppor- 
tunity. Matt Rogers is wonderful. We have streamlined our proc- 
esses, completely overhauled how we try to evaluate and get loans 
out the door. He is directly reporting to me on all the economic re- 
covery work that is 

Senator Warner. So he will not just be doing the loan portfolio? 
He will also have 

Secretary Chu. He is part of 

Senator Warner [continuing]. Oversight of all of the Recovery 
Act? 

Secretary Chu. Auto, everything. And what is happening is that 
he meets every day at 9 a.m. with the people in the Department 
of Energy: What has been done today? And they have to report, 
and it has actually transformed the way the Department of Energy 
is moving forward. And so we are hoping to announce within weeks 
the first tranche of these loans. 

We are also looking very much to your question about how do 
you do this effectively, that you prevent fraud, abuse, inefficiency. 
And so we are working with the internal DOE IG, also with the 
administration IG, not to — you know, they viewed themselves per- 
haps in the past as an audit function to look into things where 
there might be a suspicion of waste or abuse, but to actually antici- 
pate what might go wrong and start to plan as we get these things 
out and how to monitor. So now they are becoming an integral part 
of the planning process. As we release the money, we will be re- 
leasing it in stages and will be looking very closely, because when- 
ever there is a new flood of money, there is always a potential for 
it not being spent in the wisest way possible. 

So, again, this is a daily thing. I realized very quickly — in fact, 
in my first week — within starting that I needed someone who is 
very, very good, who could help the Department of Energy respond 
in a way, because we cannot fail on this. 

Senator Warner. I commend you for doing this, but I do not 
think some of your other colleagues who have equal challenge, par- 
ticularly with the Recovery Act funds, have put in place this same 
kind of oversight. And I would love to see if you could perhaps 
share with this Committee what kind of protocols across sectors 
have been developed, because I think we need to make sure that 
it is not just kind of “look back, gotcha,” but we actually spend this 
money efficiently going out. 

Secretary Chu. Right. 

Senator Warner. That brings me to the second part of my ques- 
tion, which is, when we think about literally training up thousands 
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of folks around weatherization, or as we look at how we are going 
to develop the smart grid initiatives, a lot of these resources are 
going to still be passing through the States. And I hope that one 
of the things we have to do is start with common definitions. And 
my concern, as I raised with Dr. Orszag yesterday, is that we have 
a goal of job creation, but if Tennessee counts job creation dif- 
ferently than Virginia and differently than Alabama, we are not 
going to have common standards. 

Have you or Mr. Rogers looked at, as you drive these programs 
down into the States, making sure that we have common standards 
across the various States? 

Secretary Chu. Yes. In fact, there are two parts of the question: 
first, common standards; but, also, there is going to be a huge need 
in the weatherization program for competent, trained, certified en- 
ergy auditors. So you establish a baseline. You have to actually go 
in a home and tell the homeowner what is the best way to invest 
money. It is one thing to create jobs, but we also simultaneously 
have to make sure that that actually decreases energy bills in a 
substantial way. 

And so we have already engaged in associations around the coun- 
try, groups of mayors, and are pointedly asking them, as part of 
how we get out there, get the money out there, to, you know, let 
us know what your training programs are for these auditors, how 
you are actually going to ensure that this money is well spent. 

Our job does not stop by just releasing the money to States, and 
the President has made that very clear to all the Cabinet members. 

Senator Warner. Well, I think you are going to find a lot of 
these programs you are going to want to continue, and even my col- 
leagues that might not have supported the Recovery Act, they are 
going to want to make sure, as I, that we have real accountability 
methods. Doing this on the front end is terribly important. 

My last point — and I know my time has expired — Senator Alex- 
ander also raised the issue of algae. Algae has wonderful opportu- 
nities in terms of as a biofuel, and I would commend your staff, 
again, to look at some of the research that is going on at Old Do- 
minion University in Virginia on that issue. Thank you, sir. 

Thank you, Mr. Chairman. 

Chairman Conrad. You bet. 

Let me just say to my colleagues, we kind of have an issue now 
because we have a little less than 50 minutes left, and we have 
nine Senators. I propose we go to 6-minute rounds unless anybody 
has a big problem with that. 

All right. Let us do that. Senator Alexander — Senator Graham. 
I am sorry. Senator Graham is next. 

Senator Graham. Thank you, Mr. Chairman. 

Mr. Secretary, your testimony, quite frankly, has been more reas- 
suring than the budget and, quite frankly, it has been more reas- 
suring to me than the President’s speech to the Congress a couple 
of weeks ago in the area of nuclear power. 

But one thing I have learned from being from a State that has 
a national lab and Savannah River site, where we have a big DOE 
footprint, is that the politics around energy are sort of like agri- 
culture politics. They do not break along party lines many times. 
You have two Senators on the other side who have talked about 
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nuclear power as being part of the mix in their State. And I have 
had my problems with the last administration with environmental 
management funds, sort of stopping programs in the middle. And 
so, one, I want to applaud you for beefing up the environmental 
management budget so that people like South Carolina’s Savannah 
River site, who have done some pretty aggressive things to reduce 
their waste footprint, will not be left hanging. And so the more cer- 
tainty, the better. 

But, quite frankly, what has been disturbing is that in the nu- 
clear power arena, the $50 billion to support a more aggressive 
loan guarantee program was taken out of the stimulus package. Do 
you know why? 

Secretary Chu. No, I do not. 

Senator Graham. OK. Now, when the President spoke to the 
Congress a couple of weeks ago, he mentioned energy independence 
and climate change as two big issues for the administration, and 
he gave a list of solutions. He did not mention nuclear power. Do 
you know why? 

Secretary Chu. No. 

Senator Graham. OK. When it comes to the fuel cycle, are you 
familiar with what the French and the Japanese are doing in terms 
of recycling spent fuel? 

Secretary Chu. Yes, I am. They are using a technique the United 
States invented. 

Senator Graham. OK. Why aren’t we using it? 

Secretary Chu. Because of the concerns of proliferation, and they 
are becoming increasingly concerned as well. 

Senator Graham. Well, as I understand it, the Japanese just de- 
veloped an $18 billion recycling — do you think their programs are 
reckless? 

Secretary Chu. Well, quite frankly, I would have preferred if 
they — they are talking to us now about a second recycling where 
they want to develop a more proliferation-resistant one. 

Senator Graham. Of all the European nations, what nation has 
met its carbon emissions targets? 

Secretary Chu. Well 

Senator Graham. What is the only one? 

Secretary Chu. I think Great Britain has, but I may be wrong. 

Senator Graham. I think it is the French. 

Secretary Chu. OK. 

Senator Graham. Eighty percent of their power comes from the 
nuclear power industry. And what I am concerned about is that if 
you are serious about climate change, there are a couple things you 
have to realize. It is never going to happen unless it is bipartisan. 
It is never going to happen unless there are some costs associated 
with going from carbon to something else. And the number in the 
budget is $646 billion. That is the revenue to be generated from the 
proposed cap-and-trade system the President has announced. 

How did we arrive at that number? 

Secretary Chu. Pardon? How did we arrive at what? 

Senator Graham. The $646 billion in the budget set-aside as a 
revenue stream from the cap-and-trade system. 

Secretary Chu. The details of that I do not know. 

Senator Graham. OK. A hundred percent auction of the credits. 
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Secretary Chu. Right. 

Senator Graham. My concern 

Secretary Chu. Oh, sorry. I misunderstood your question. 

Senator Graham. I am sorry. 

Secretary Chu. The money was, yes, going to come from the cred- 
its. The exact amount or the estimate, I did not know. 

Senator Graham. Well, somebody has to assume that a credit 
will trade at a certain amount to generate $646 billion. I would like 
to know the formula they used. If you could get that to me, I would 
appreciate it. 

Senator Graham. The one thing that disturbs me about the cli- 
mate change proposal in this budget and the President is pushing 
is that 100-percent auction of the credits will, I think, make it very 
difficult for a heavy-energy-user manufacturers all over the coun- 
try — Michigan, Ohio, South Carolina, and other places — to basically 
stay competitive in a global world, because their competitors in 
China and India are not going to have to deal with this issue, and 
I believe hedge funds are going to jump into this arena and affect 
the auction system to make it very difficult on manufacturers who 
employ a lot of Americans to stay in business. 

Is that a concern of yours? 

Secretary Chu. It would be a concern of mine if hedge funds 
jumped into anything at this point in time. 

[Laughter.] 

Senator Graham. OK. No, I understand, and I do not mean to 
put you on the spot, because I have a lot of hope that you will real- 
ly be good for the country here. But the 100-percent auction is a 
departure from other legislation that has been proposed that I 
think is going to make it very difficult for American businesses who 
are hanging by a thread in a global economy to comply. And when 
you take the revenue stream and you put 15 or 20 percent of it into 
clean energy and you cannot tell me nuclear power is part of it, 
that is disturbing. And when the rest of the revenue stream I going 
to pay for a “Make Work Pay” tax program that I think is divisive, 
I think what we have done is destroyed the ability of the Congress 
to come together, because 100-percent auction is a radical depar- 
ture from the way we have set up other cap-and-trade systems that 
Democrats and Republicans have bought into. And dedicating the 
revenue stream to pay for a tax plan that is divisive is going to 
make it more difficult to find consensus on climate change. And the 
money going back into the energy sector that you cannot tell me 
includes nuclear power is even going to undercut more the ability 
to solve the climate change problem, because I do not believe, quite 
frankly, Mr. Secretary — and I think you probably agree — that you 
can be serious about climate change solutions unless you aggres- 
sively pursue nuclear power as part of the mix. 

So that is more of a statement than it is a question, but at the 
end of the day, I have a lot of hope that we can find consensus on 
this issue, and I would urge you to talk with the Chairman about 
his Gang of 10 proposal. I think it is very creative and it is very 
bipartisan. 

Thank you. 

Chairman Conrad. I thank the Senator. 

Senator Merkley. 
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Senator Merkley. Thank you, Mr. Chair, and I thank you for 
your testimony, Mr. Secretary. 

The administration has set out a long-term carbon dioxide goal 
of 83-percent reduction by 2050, and I believe the number on the 
shorter term is 14 percent by 2020. There are a number of folks 
in the scientific community who have said we need to be more ag- 
gressive as a community of nations in the short term. 

Is the administration locked into this goal of 14 percent? Are 
they looking at strategies that might hit — I think the common 
number is 25 percent globally by 2020. Is that a piece of the con- 
versation about how aggressive we are in taking on global warm- 
ing? 

Secretary Chu. I think the Administration so far is just repeat- 
ing what the campaign promises were. There are two numbers: 20 
percent by 2020 and 25 percent by 2025. I would personally be de- 
lighted if we can reach, you know, 20 percent by 2020. But we also 
need to get there, and so, you know, I mean, my heart is trying 
to get as much as we can out of it as quickly as possible. 

Senator Merkley. Well, as we look at the variety of tech- 
nologies — and people have spoken to various components of non- 
carbon technologies or capturing carbon or taking and preserving — 
using energy more efficiently, which is another strategy for reduc- 
ing carbon. As one ranks these, what is the most cost-effective 
strategy, or how do these lay along the curve under current tech- 
nology? 

Secretary Chu. There is no question that energy efficiency and 
conservation is the most cost-effective strategy. As I am sure you 
know, in the McKenzie report a lot of the carbon decrease, the car- 
bon abatement will come in the form of saving money if done right. 
And so there is no question in my mind in the coming decades most 
of the decrease in the carbon dioxide will actually — should and 
must come from energy efficiency and conservation. That is the 
lowest-hanging fruit on the ground by far. 

Senator Merkley. How do the other technologies rank? 

Secretary Chu. Well, let us say that it — I am thinking now down 
the list of things. You know, better management, the development 
of renewable resources is kind of in the middle. The efficiency is 
definitely the highest ranking. Better land use management is part 
of that mix. 

Senator Merkley. Let me be a little more precise. We had a dis- 
cussion of solar and wind and nuclear. Is there a fair sense of how 
those rank in terms of the cost? 

Secretary Chu. Again, it is based on today’s technology, and 
what we have 

Senator Merkley. Based on today’s technology. 

Secretary Chu. Right, based on today’s technology, I think that 
wind is more cost-effective than solar photovoltaic or solar thermal, 
which is more cost-effective than photovoltaic. So is that sort of — 
and nuclear is a very — well, the full costs of nuclear, you know, are 
complex, especially in this waste management issue. But nuclear is 
in there as being more cost-effective than photovoltaic at the 
present time. 

Senator Merkley. When you take into account the entire life 
cycle of nuclear? 
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Secretary Chu. Yes, but it is 

Senator Merkley. I am surprised, because I think the reports I 
have seen have said that solar is almost half the cost of nuclear 
when you look at life cycle costs of generation. 

Secretary Chu. There is a little bit of an uncertain in my mind 
about what the life cycle costs of nuclear are, especially since we 
do not have in place a long-term plan for how we handle the waste. 

Senator Merkley. All right. You mentioned the issue of the im- 
pact of reprocessing technologies upon nuclear proliferation. Of 
course, we are dealing with North Korea. We have a situation in 
Pakistan with an unstable government that has at least 30 nuclear 
weapons. Can you expand on the point you are making about how 
reprocessing ties into nuclear proliferation? 

Secretary Chu. Yes. The current reprocessing technology, the so- 
called EUREX technology that France is using, Japan is beginning 
to use, actually separates out the plutonium, and once you separate 
out the plutonium and you have this material around, it offers the 
possibility that terrorists, for example, can get their hands on this 
stuff. That is the proliferation problem. 

Senator Merkley. We are asking a number of countries around 
the world to forego reprocessing for that very reason. Does it create 
a challenge for us diplomatically if this is the strategy that we are 
pursuing here in the United States? 

Secretary Chu. Well, it is not the strategy we are pursuing in the 
United States. We are pursuing a strategy where we 

Senator Merkley. But if were pursuing that strategy. You had 
mentioned the possibility that you were considering the 

Secretary Chu. We are considering recycling, but considering re- 
cycling in a way that makes it proliferation resistant. So you do not 
create the pure plutonium. You actually put in other stuff, for ex- 
ample, that makes it less likely that you can make a nuclear weap- 
on, quite frankly, much more radioactive so that it protects itself. 

Senator Merkley. So it is too dangerous to steal. 

Secretary Chu. That is right, that it would kill the terrorist with- 
in a very short time. 

Senator Merkley. Plug-in hybrids — I am out of time, but in the 
future, I would like to pursue that issue with you. Thank you. 

Chairman Conrad. I thank the Senator. 

Senator Bunning. 

Senator Bunning. Thank you, Mr. Chairman. Welcome, Sec- 
retary Chu. I would like to get to cap and trade because Senator 
Crapo asked some of the questions I was going to ask about nu- 
clear. I have a son who has been working in nuclear power for 25 
years, first with the United States’ Navy and now for a power com- 
pany. The Navy has been very successfully and very efficiently in 
the way that they operate their nuclear facilities, and they store 
onsite their spent uranium and things like that, which is required 
right now since we do not have very many depositories to send it 
to. 

Do you think that large-scale carbon capture and storage will be 
in use at any coal-fired plants by the year 2012? Do you expect any 
new nuclear to be online by 2012? 

Secretary Chu. Commercially, I think the answer is no to the 
first. There will be, I hope, pilot plants and tests, near-commercial- 
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scale tests of carbon capture and storage by 2012. Nuclear power 
plants, this is up to the NRC. People tell me starting today, 2012, 
to actually have a plant licensed and operating, unlikely. 

Senator Bunning. OK. If that is the case, then why is your ad- 
ministration proposing that we dedicate less than 20 percent of the 
auctioned revenues from this assumed cap-and-trade program to 
emerging technologies in clean coal and renewables and over 80 
percent of its tax credit that not every citizen and certainly not 
every small business will qualify for? 

Secretary Chu. Well, when you have a cap-and-trade system, it 
will have impacts, and there is a sensitivity with the poorer people 
in our country, and so there was a decision made that a certain 
fraction of it would try to offset the impacts. But a significant 
amount of that would be for investing in the development of new 
technologies so we can get it out there faster. 

Senator Bunning. Thank you for bringing that up, because in my 
home State of Kentucky, 93 percent of our electric comes from coal, 
with 20 percent of my State’s residents falling below the national 
median income. Can you tell me what the estimated increase in the 
cost of electricity would be in my State if the renewable portfolio 
standard in its current draft form went into law? 

Secretary Chu. No, I cannot precisely tell you. I have heard esti- 
mates, for example, that there is a DOE study that showed if we 
get to 20 percent wind, it would increase the cost of electricity 
around the United States by less than one-tenth of one cent per kil- 
owatt hour. I just do not 

Senator Bunning. Well, first of all, we have to have the tech- 
nology to store the wind. Then if you produce the wind in South 
Dakota, how do we get it to Kentucky? Or else will the residents 
of my State have to pay a tax that would not be very favorable and 
would be not offset by the fact that you are going to charge me for 
producing electricity from coal and I am going to have to worry 
about how you transmit your wind energy and your solar energy 
because the technology does not exist presently, to store it. 

Secretary Chu. The technology — aside from pump hydro storage, 
I would agree with you, Senator. This is something we have to be 
investing in. But 20 percent will not really, in my opinion, require 
massive energy storage. That can be solved by a distribution sys- 
tem, which we need to develop concurrently. 

Senator Bunning. Yes. How many years down the road would 
that be? 

Secretary Chu. It would take a couple of decades to really flesh 
out, but we have to begin today. 

Senator Bunning. I do not disagree with you. I think that is ab- 
solutely essential. But to get from Point A to Point B, you cannot 
eliminate coal and you cannot do anything but clean it up. If we 
are going to have a global cap and trade, and we are going to ex- 
clude China and India from the global cap, we could clean up to 
zero in the United States, and we still would not get to the point 
where you and I both want to get to. 

Secretary Chu. I agree with you. I think given where we are 
today, that is why I want to invest a lot in developing clean coal 
methods. It is going to take awhile to grow a transmission line sys- 
tem, to grow the renewable energy that we need. In the meantime, 
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our baseload generation for this decade will be coal, gas, and nu- 
clear. And so as we aggressively push the other issues, we have 
to — and, quite frankly, as I have said many times today, coal is 
going to be part of America’s future in this century. There is no 
doubt about it. 

Senator Bunning. I hope that your boss and your administration 
remembers that in the policies that they push in the Department 
of Energy and in any energy bill that we are going to address, like 
the renewable portfolio bill that is coming before our Energy Com- 
mittee very shortly. It excludes any kind of clean coal technology, 
or doesn’t exclude it but doesn’t emphasize it, and coal-to-liquids is 
completely left out. So I would hope that there would be some — I 
have gone over my time. I am sorry, Mr. Chairman. I will question 
later on. 

Chairman Conrad. I thank the Senator. 

Senator Sanders. 

Senator Sanders. Thank you, Mr. Chairman. 

Dr. Chu, welcome. First of all, let me begin by congratulating you 
and the President on your budget. For many years now, we have 
been talking about global warming, we have been talking about en- 
ergy independence, but I think for the first time in history, you 
guys have walked the walk. You are beginning to put the tens of 
billions of dollars that we need into weatherization, energy effi- 
ciency, sustainable energy, so congratulations for taking a signifi- 
cant step forward. 

In this panel and on this committee this morning as well as in 
many previous hearings, there is always a lot of discussion about 
coal and so-called clean coal. There is a lot of discussion about nu- 
clear. There is not a whole lot of discussion about solar. Not a lot 
of discussion about solar. Solar shines in Kentucky and in Vermont 
occasionally and the Southwest of this country a whole lot. And in 
fact, I have heard people talking about the Southwestern part of 
this country being the Saudi Arabia of solar energy, if you would 
like. 

And I have talked to people who know a whole lot about this who 
suggest that the technology is there now, today, that in a couple 
of years, we can be building numerous solar thermal plants which 
emit virtually no greenhouse gas emissions, stable long-term price. 
For the life of me, I just don’t understand why we are not moving 
forward. 

So my first question to you is, do you, A, agree that solar thermal 
has potential? I don’t know if you have visited the Solar One, I 
think it is called, in Nevada. They are producing electricity for 
some 20,000 homes. Very quiet, there it goes. There are plants on- 
line right — not online, but on the drawing boards that can produce 
electricity for four or five hundred thousand households. So do you 
agree with the potential for solar thermal, and B, what are you 
going to do so that President Obama will be able to cut the ribbon 
for the first significant solar thermal plant in his first administra- 
tion? 

Secretary Chu. I agree that solar thermal and photovoltaic have 
great potential. If you look at how much sunlight hits the United 
States and how much sunlight — a very small fraction of our deserts 
could be generating at 20 percent efficiency all our electricity needs 
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if we could have a distribution and storage system that can handle 
that. So there is incredible potential. In fact, I did a quick calcula- 
tion. We are talking about a few percent of the world’s deserts that 
satisfies all the world’s electricity needs. So ultimately, solar will 
be the answer, but the question is how do we get there. 

I think solar thermal right now for utility generation makes 
more sense than photovoltaic. The last time I looked, it is about a 
factor of two less per installed kilowatt generation. There are some 
projects being discussed very actively. I think we are looking at 
loan guarantees on some of them. And I would dearly love to 

Senator Sanders. I would like to continue this — I just yesterday, 
as a matter of fact, talked to a couple of private sector guys who 
are prepared to put substantial sums of money into these projects. 
My understanding is that you can construct these things in several 
years at not an outrageously high price. Do you have optimism that 
within the first 4 years of the first Obama administration that we 
are going to be cutting a ribbon for a major solar thermal plant? 

Secretary Chu. Yes. 

Senator Sanders. Can we do it? 

Secretary Chu. Actually, well, I know there is one in California 
being discussed very actively 

Senator Sanders. There are several. There are a number on the 
drawing boards. 

Secretary Chu. And I would hope so, yes. 

Senator Sanders. But here is the point. They are on the drawing 
boards. I have been talking to people for several years and I am 
just getting impatient. I mean, will you make it a high priority so 
that we are beginning to build these plants, which have, as I think 
you have indicated, so much potential? 

Secretary Chu. Yes. 

[Laughter.] 

Secretary Chu. How is that? 

Senator Sanders. We need a “Yes,” not a — a little bit too much 
wavering in that yes. I mean, do you think we will have a 

[Laughter.] 

Secretary Chu. Yes. 

Senator Sanders. I want to see the President cut the ribbon. I 
want to be there. Do you think I am going to? 

Secretary Chu. In the next 4 years 

Senator Sanders. Within the next 4 years. 

Secretary Chu [continuing], A very high likelihood that we 
will 

Senator Sanders. You think there is a high likelihood that we 
can do that. OK. 

Secretary Chu. But again, the details of this, there are — you 
know, there are environmentalists who are resisting, as you may 
know 

Senator Sanders. I know, as well, and I think a lot of the prob- 
lem is more financing than, in fact, technological and engineering. 
How do you get the money to these guys? You indicated that in the 
budget, I think we have $6 billion for low-interest loans — in the 
stimulus package, which presumably can be used for this, is that 
correct? 

Secretary Chu. Correct. 
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Senator Sanders. Second question, the potential of photovoltaics. 
My understanding is that it is a question of scale. The more we 
produce, the more we use, the less expensive they become. Do you 
have any guess, if we expand photovoltaics and start getting them 
out, and I think the stimulus package will help us do that, when 
do you see photovoltaics becoming competitive with more conven- 
tional forms of energy? 

Secretary Chu. You are right that the so-called learning curves, 
if you plot it on the Y-axis, cost per installed kilowatt hour, and 
the X-axis is the amount deployed, that as you deploy more, that 
naturally drives the cost down and virtually all technologies follow 
a Morozov curve with regard to that. But there are times when you 
can fall off that Morozov curve. The way you fall off of it is — be- 
cause there is progressive improvements in driving the cost down, 
improvements in the technology that keep you on the Morozov 
curve. But you can fall off of it when you run out of improvements 
and you can fall off of it if you actually too aggressively push it be- 
cause it takes time for those incremental improvements. 

So this is one of the issues. Again, I am referring now to a De- 
partment of Energy report on when it would take, given the 
Morozov curve in investments in photovoltaic technology, when will 
it be competitive with fossil fuel. But the competition of fossil fuel 
is wholesale production 

Senator Sanders. Right. 

Secretary Chu [continuing]. And that is a pretty high bar. And 
so, quite frankly, I think, and this is where the universities and 
National Lab System can plan an incredible role, I would love to 
invent dramatically better technologies than just driving down the 
cost of photovoltaics. 

Senator Sanders. OK. Thanks very much. 

Thank you, Mr. Chairman. 

Chairman Conrad. Senator Sessions. 

Senator Sessions. Thank you, Mr. Chairman. 

Dr. Chu, it is good to see you. I have great confidence in your 
abilities, and if you will just sift through all these difficult issues 
and give us your honest evaluation of what makes sense, then I 
think that can be a big help to us. 

I would just say my philosophy is I am willing to support any 
technology that works. I think we need to be more focused on actu- 
ally getting the technology identified and into the system and actu- 
ally producing rather than sustaining it with subsidies forever and 
ever because those are so expensive. But I really believe in the 
goals that we have here. It will be good for our economy and I ap- 
preciate the abilities you bring to this issue. 

With regard to the nuclear question that so many have asked 
about, I would just say I did notice in your written statement you 
didn’t mention nuclear in any significant way, and I am glad your 
answers to the questions were more positive, because we were all 
a little uneasy. That is why you are getting a lot of questions. I 
know that is not the only answer, but it is a factor, I believe, in 
the answer to it. 

With regard to the loan program, a number of us are critical of 
the Bush administration for not getting that loan program up. I 
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think there is $40-plus billion available. Can you tell us to date 
how many loans have been made in that program? 

Secretary Chu. To date? Exactly zero, but as I said, beginning 
the first week since I assumed my responsibilities, we have been 
looking very hard at this and I hope in the coming weeks you will 
look upon the Department of Energy differently in how we can ex- 
peditiously assess these loans and get them out. 

Senator Sessions. I just wanted you to say that “zero,” because 
it is not your fault yet. It soon may be if they don’t get made. But 
it is unfortunate. It does provide some opportunities for loans for 
nuclear power, does it not? 

Secretary Chu. Yes. 

Senator Sessions. And you are not adverse to allowing them to 
have the share that they are entitled to 

Secretary Chu. No. 

Senator Sessions [continuing]. Under this program? 

This nuclear waste fund, the ratepayers are paying about $750 
million a year. That was about $26 billion has been paid into this 
fund, basically from ratepayers in their electric rates, and they 
were expecting and the utilities were expecting there to be a site 
that they could store this waste. So you recognize, do you not, that 
if we don’t do the Yucca that you have decided not to do, if we don’t 
do that, we have a very real obligation to come forward with a posi- 
tive plan — maybe it is recycling, which I have favored and have of- 
fered legislation to that effect — but some sort of plan that would 
break the logjam here of how to handle the waste. 

Secretary Chu. I absolutely agree with that. We have to come up 
with a viable plan that is going to be acceptable to our country, ab- 
solutely, and it has to be done in a timely manner. 

Senator Sessions. With regard to the renewable energy pro- 
posals and the mandates that are out being discussed and have 
been offered before, to me, it only makes sense that if a utility, 
maybe they are approved by the Public Service Commission, and 
they invest billions of dollars to build a nuclear plant and it takes 
five, 6 years, 7 years to get the plant up and actually operating, 
and they are spending billions of dollars on that which would 
produce a plant that would for 60-plus years produce pollution-free, 
C02-free electricity, that they ought to get some credit for that, 
particularly in areas like my area of the country where the wind 
is not available. It is too cloudy. Solar does not work. And we just 
don’t have the options. 

Can we figure out a way that in the portfolio standards that we 
give some credit for a company that is investing billions of dollars 
in a clean energy source? 

Secretary Chu. I think you are raising very important points, 
and one of the things, in fact, as I understand it, the Energy Act 
of 2005 addressed is the very long approval process where you are 
investing these billions of dollars and not getting a return on in- 
vestment for years. You have dug yourself a financial hole. And so 
one of the very first things that one has to do is to figure out how 
to streamline the process to make it much faster. Even a few years 
off means a whole lot for economic viability. 

And so that is the strategy, the strategy of licensing. We have, 
in the past, every nuclear power plant was a one-off and there had 
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to be a separate detailed safety evaluation by the NRC. One of the 
reasons why France has been so successful in building up its nu- 
clear potential is because they had very similar reactors. You know, 
the old joke is, when asked why France has nearly 80 percent nu- 
clear power, we have 20 percent, and the answer was in France, 
we have hundreds of cheeses, one reactor. In the United States, 
you have one cheese, many reactors. 

So we are trying to license a very limited set of new reactors. I 
mentioned the Westinghouse and the GE one as those. Once you 
license a generic reactor, then there is a much shorter time to li- 
cense that particular site. And so that is one of the things we are 
working on. I think in the Energy Act, there was a — if the license 
time went over a certain amount 

Senator Sessions. You are analyzing that very clearly and I ap- 
preciate it. I was just saying that the renewable portfolio standards 
could cost companies in the whole Southeast region a lot of money 
because we don’t have the options that other areas have. But they 
would have to meet that at great cost while they are still trying 
to invest billions in a nuclear power plant, which is odd to me. 
Thank you. 

Chairman Conrad. Thank you, Senator. 

Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. 

Secretary Chu, I want to ask first about the question of the high- 
er cost of fuel that you would see associated at least with some 
versions of the cap and trade system. It hasten to the point now, 
given the speed at which this issue is moving along, I actually 
moved to adjust my tax reform proposal, it is called the Fair Flat 
Tax Act, just to start trying to deal with this question. 

So let me ask it this way. The administration proposes to use the 
Make Work Pay credit to compensate people for the higher cost of 
fuel that comes about through cap and trade, and the more I look 
at this, I am concerned about how this would affect various Ameri- 
cans in different income brackets and I want to ask you a couple 
of examples about it. 

The Make Work Pay credit has a refundable section that is de- 
signed to reach low-income taxpayers, but based on my reading, it 
wouldn’t reach the very poor, the poorest among us who don’t file 
a tax form and also are most vulnerable to higher fuel costs. So it 
looks, at least if you just look at the budget documents, the way 
cap and trade is set up now and tying it to the Make Work Pay 
credit, that the very poorest in our country, the people who can 
least afford it, are sort of left out. How would you deal with those 
people who don’t file a tax return? 

Secretary Chu. Well, I mean, in all honesty, I have not devoted 
a lot of my time up until now on that aspect of what you do with 
the revenues. I think this is something that the administration 
should be in deep discussions with Congress to be working out. And 
so you raise a very important point. 

Senator Wyden. But you haven’t gotten into it yet? 

Secretary Chu. I personally have not gotten into how you deal 
with the revenue stream that you want in order to relieve some of 
the strains and the consequences of a cap and trade bill. 
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Senator Wyden. I don’t want to be harsh, but I think the admin- 
istration has to get into this issue. I mean, these are the very poor- 
est among us at a time when a lot of them feel like they are getting 
hit with a wrecking ball. I have one of the highest unemployment 
rates in the country. I see my friend, Senator Stabenow from 
Michigan, same situation. If we are talking about a major environ- 
mental initiative, a cap and trade is being discussed in climate 
change, and people haven’t thought through what this is going to 
mean for the poorest among us, we have to put some changes in 
place and get out this issue. 

Secretary Chu. No, I was speaking about me. I am just a lowly 
scientist. 

Senator Wyden. Well, who is? You are the Secretary of En- 
ergy — 

Secretary Chu. That is true. 

Senator Wyden [continuing]. And you are going to be one of the 
key players in this debate about climate change. I sure hope you 
all will get at it. 

Let me ask one other kind of substantive question on this. The 
cost of oil has fallen from about $150 a barrel to about $40 a barrel 
in the last 9 months. I think we all know it goes up and it goes 
down. How would the administration adjust the value of the Make 
Work Pay credit in line with the rise and fall of fuel costs? 

Secretary Chu. Again, at this point in my time, for me person- 
ally, I haven’t given that much — these are things that other people 
in the administration, I am sure, have had a great deal of thinking 
about this, but 

Senator Wyden. Who are those people? 

Secretary Chu. Well, I mean, it would be the people more on the 
economic side of what it is. But I certainly — and you are right, I 
am part of the administration and I have to get into those things, 
as well. But again, my background is as a scientist, not as an econ- 
omist, and 

Senator Wyden. Could you get back to me with answers to those 
particular questions? 

Secretary Chu. Yes. 

Senator Wyden. Because I don’t think those are the only income 
groups. I have some questions — I am for the Make Work Pay cred- 
it. I mean, I think the President of the United States is trying to 
send the right message. But we have to think through the economic 
consequences here or a lot of people are going to get hurt. Can you 
have some answers to my questions, say, within 2 weeks? 

Secretary Chu. I will certainly try, Senator. 

Senator Wyden. And if you would send those through the Chair- 
man and the Ranking Minority Member so that all members of the 
committee could have it, that would be helpful. 

Thank you, Mr. Chairman. 

Chairman Conrad. I thank the Senator. 

Senator Enzi, please. 

Senator Enzi. Thank you, Mr. Chairman. 

Mr. Secretary, I am very impressed with your answers and your 
range of knowledge and all the things that you said here today, in 
particular your emphasis on energy research. I realize from your 
background that that would be an emphasis, but Wyoming is par- 
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ticularly interested in the research and have made some huge 
funding commitments to research. One of their commitments is 
based on abandoned mine land money. 

There was a tax that was going to expire about 3 years ago and 
of that tax, half of it would go to resolve abandoned mine land 
problems in the East and half would be returned to the State 
where the coal was dug to take care of the abandoned mine land 
projects. Wyoming was one of the States that went ahead and re- 
solved a lot of those projects even before the government released 
the money, which they didn’t do for about 30 years. Since the coal 
tax was going to run out, we got together an interesting coalition 
of people and extended that tax, with the promise that that money 
would be coming back to Wyoming. The legislature has committed 
this money to energy research for our State. 

Now, your budget calls for eliminating the return to the States 
that in good faith made that operation, and one of the things I am 
worried about is in the future, if we are putting together unique 
coalitions like that, can we trust the government? I was hoping 
that you might take a role in seeing that our research money con- 
tinues. It is money that was stolen from Wyoming for 30 years be- 
fore we were able to get a release on it, so it is a fairly big chunk 
of money now. But if it doesn’t come through, we won’t be able to 
continue the research that the State has already obligated to do 
through 2011. So I hope — my question is, will you help us play a 
role in that? 

Secretary Chu. Well, I will certainly look into this and get back 
to you on that. 

Senator Enzi. OK. I appreciate it and understand that that 
would be the best you would be able to do at the moment, but I 
will look forward to visiting with you some more about it. 

I am a huge believer that incentives work better than penalties, 
although recognizing that sometimes penalties need to be in place 
because there are bad actors. One of the incentives that I hope we 
can do in energy is — for cleaning up energy is to put some provi- 
sions into Federal law so that companies can be assured that if 
they do research and find things that work and add it to their 
plants, that it can go into the rate base right away. I suspect that 
there are some other incentives that could be placed on that. 

One of the biggest questions they have now is will we be able to 
get a return on the cost? It is my hope that you would help promote 
that sort of thing and that would be my question, that and maybe 
you might know some other ways that we can provide incentives 
that will get people on board with cleaning things up. 

Secretary Chu. Well, Senator, I actually agree with you. I believe 
more in incentives than regulatory pushes. The rate base is deter- 
mined by, as you know, the regulatory agencies. Historically, the 
regulatory commissions felt that there was a single criterion. They 
were advocates for the consumer. Now as we enter into this new 
era of the specter of some consequences of climate change we don’t 
want to see happen, there is another issue on the plate, as well, 
and so I would like to see the regulatory agencies — these are local, 
within States and sections, and within States — begin to fold in 
these other concerns. 
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Senator Enzi. Except that we are about to make it a Federal 
issue and a Federal tax, because we are talking about cap and 
trade, which is a tax, and that tax will be passed on to the con- 
sumer. In the budget, I noticed that, yes, some of that is going to 
go to energy research, and I think that is tremendous and provides 
maybe an incentive. It is kind of a back-end sort of an incentive. 
But a portion of that is going to cover the increased taxes that peo- 
ple will have on energy consumption, which does give some recogni- 
tion that it is the consumer that is going to pay the taxes. 

I thought that the purpose of cap and trade was to have all of 
the money that was coming in from whatever was being taxed 
would go toward the solution of that tax. Does your Department 
have any role in how that is divided up? 

Secretary Chu. I think the recognition that a significant part of 
the money goes to offset the economic consequences of the poorest 
parts of our population is important. But I also simultaneously be- 
lieve that the money going into research and development so we 
can get much better solutions than we have today is actually essen- 
tial. So it is really what is the proper balance. 

Senator Enzi. My time has expired. Thank you, Mr. Chairman. 

Chairman Conrad. I thank the Senator. 

Senator Stabenow. 

Senator Stabenow. Thank you very much, Mr. Chairman, and 
Secretary, welcome. I appreciate all of your efforts to date. I know 
you have come in with many different challenges to face, so we ap- 
preciate that and look forward to working with you as we imple- 
ment the recovery package and move forward, obviously, on the en- 
ergy bill and cap and trade and so on. 

One of the things that I am very pleased about is that the energy 
bill invested in batteries, which is such critival technology to de- 
velop, but also the 30 percent manufacturing credit, the extension 
of the investment tax credit, the production tax credit, and the con- 
nections to a grant program for those not currently making a prof- 
it. I think these are all important steps in the right direction on 
financing and showing that there are jobs in the new green econ- 
omy, which I think is critical in order for people to feel good about 
moving ahead on what we need to do as it relates to carbon. 

My question goes to the broad issue of financing, because in the 
budget, the President has placed $15 billion per year for new clean 
technologies, which I commend, but it is tied to the cap and trade 
program and it is tied to a policy of 100 percent allocations or auc- 
tions, I should say, which I think it is unlikely, actually, to actually 
happen, and certainly will not happen until down the road. 

Right now, we need financing. We have Section 136, which I was 
pleased to be the architect of, and we need to certainly get those 
dollars out as quickly as possible, loan guarantees and so on. But 
I wondered if you might speak to a willingness to work with us on 
a financing mechanism. We talked about it in the Energy Com- 
mittee at your hearing. The Chairman of the Energy Committee is 
talking about an effort to put together a clean energy fund financ- 
ing mechanism. It is so critical that we not wait if we are going 
to take advantage of the opportunities that we have right now, and 
frankly, opportunities that I believe are moving quickly away from 
us overseas and that we have to grab onto. 
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When we look at our competitors around the world and their ca- 
pacities, like Korea, to have financing mechanisms that draw peo- 
ple there, or Germany with major manufacturing tax incentives 
and so on, which we are beginning to address, I think it is abso- 
lutely critical that within the confines of this budget we are focus- 
ing on clean energy financing not tied to something down the road 
but something that we can begin to do right now. I wondered if you 
might speak to that. 

Secretary Chu. Well, Senator, I do agree with you that the nur- 
turing of American industry into developing clean energies is very 
important. I personally have witnessed, as I began to get more and 
more into this energy problem, how when you look around, which 
country has the lead technologies, it is surprisingly fewer and 
fewer of them are in the United States and this is very troubling. 
I think we have to develop mechanisms to encourage the United 
States to regain the lead in many of these advanced technologies. 
I think over the last period of time, we invented many of them. 

And so in terms of the long-term investment in the research, the 
development, the innovation, it is something that is very important 
and I will certainly hope to work with you and the rest of the mem- 
bers in Congress in making sure that that continues. We have in- 
credible intellectual talent in this country and we need to adjust 
the conditions to really nurture that intellectual capacity and to 
the point where industry, the private sector is actually investing in 
these technologies, and I will be working with you on that. 

Senator Stabenow. Thank you. As a followup: we certainly know 
the capital markets right now have done nothing but make the cur- 
rent situation worse. There is no question about that. We have a 
number of very important projects that have applied through Sec- 
tion 136, some on battery technology where literally we have a win- 
dow of opportunity of months before those go overseas. And, in fact, 
I know of situations where dependent upon our financing, decisions 
will be made to bring proposed plants back from Korea or other 
countries. But we are in a very small window of time before those 
investment decisions will be made. So I am wondering if you can 
update us on Section 136 and how quickly we can see the loans 
being given. 

Secretary Chu. I share your sense of urgency on this, and I do 
know of those issues. And as I said before, you know, since assum- 
ing these duties, I have taken this as my highest priority, is how 
do you actually streamline the process. And this is being done, has 
been done, and so hopefully in the next few weeks you will hear 
some very good news. 

Senator Stabenow. Well, I appreciate that. I know it is your pri- 
ority, and I would just support it and emphasize I think it is abso- 
lutely critical to achieving the broader goals of showing that turn- 
ing to a new green economy actually creates jobs. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Stabenow, very much. 

Senator Whitehouse is next, and then Senator Nelson. 

Senator Whitehouse. Thank you very much, Mr. Chairman. And 
welcome, Secretary Chu. The last time we met was February 4th 
when you were at the caucus, and I handed you a letter concerning 
increasing the contract ceilings under the DOE’s Super Energy 
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Savings Performance Contract Program, which has hit a contract 
ceiling, but there is a lot of work ready to go on Federal buildings. 
It has been estimated that it is $2.2 billion worth of what every- 
body would call shovel-ready stuff. 

In the past, for the technology-specific photovoltaic solar con- 
tract, the ceiling has been lifted. Is this something that you can 
lift? We have not had a response to that letter to find out where 
we 

Secretary Chu. I am sorry. Are you talking about the ESPCA, 
the Energy Savings 

Senator Whitehouse. Yes. 

Secretary Chu. OK. Actually, I looked into it, and I signed a 
waiver, I think 3 or 4 weeks ago, that said because of the — that 
there was a very good response to those, and we had gone over the 
previous limit. We looked into it. There is a 30 — I believe there is 
a 30-day waiting period. If you did not get the information, I apolo- 
gize. But I actually signed the waiver maybe 2 or 3 weeks ago on 
that. 

Senator Whitehouse. Wonderful. So we succeeded. 

Secretary Chu. Yes. 

Senator Whitehouse. Thank you. 

I was delighted to hear you mention over and over again your ob- 
servation that so often this is U.S. technology. And the develop- 
ment of it into marketable products has moved overseas. I was in 
Spain at a solar array that is generating electricity right now, and 
the technology was developed in the United States. It was devel- 
oped pursuant to a U.S. DOE grant. Because they had feed-in tar- 
iffs, that is where they developed, and that is where the technology 
solutions were put together to make it a marketable product. And 
now they are lined up to build the product in Arizona. So U.S. tech- 
nology, U.S. -funded, and a U.S.-built project had to be essentially 
laundered through a foreign country in order to bring it to market 
here. 

I think what that suggests to me among a lot of other examples 
is that your job at the Department of Energy is obviously to a cer- 
tain degree a technological job, but it is also very much an econom- 
ics job. If we can, as you said, adjust the conditions for technology 
development, we do not have any shortage of ideas or talent. We 
just have economic signals that discourage this. 

The area that worries me the most is conservation, which, as you 
said, is the most effective bang for the buck on energy. However, 
it is very hard to find — to make it sexy for an investor the way a 
new technology might make somebody a million dollars, conserva- 
tion, caulking, you know, it is not all that new tech. And the people 
most likely to be involved in this are the electric utilities for whom 
it is a real challenge to their business model, which is to sell kilo- 
watt hours of electricity. And I am wondering what your thoughts 
are on how you adjust the conditions so that conservation becomes 
not only cost-effective for us as a Nation, but cost-effective and eco- 
nomically productive as an activity for individuals who participate 
in it, because we are way, way, way behind the curve. And I would 
like you to touch a little bit on what you feel about whether you 
might have something to do with the Federal Energy Regulatory 
Commission. We used to have utilities, and now they have been 
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busted up into distribution companies, transmission companies, 
generating companies. No reason we could not also have conserva- 
tion companies, it would take some regulatory activity to force that. 

So if you could talk a little bit about conservation, changing the 
economics, and the regulatory role in that, and your coordination 
with FERC on that. 

Secretary Chu. Sure. OK, so let me start with efficiency and con- 
servation. I think there are a number of mechanisms that should 
be piloted. A lot of times, if you consider the building of a commer- 
cial building, there is an architect; there is an structural engineer; 
there is the person who builds the building. It is rare that the de- 
sign, the operation and maintenance of the building, the whole life 
cycle of the building is under one roof the way it would be, for ex- 
ample, in a government building or a university building, and it 
changes hands. Because of that, there are very split incentives. If 
you want to invest 5 or 10 percent more to make a much more effi- 
cient building, it does not really serve it. So we have to figure out 
a way in order to distribute the incentives. 

One of them might be in the first 5 or 10 years of the operation 
of the building based on performance of that building, that if it ex- 
ceeds a certain amount, a sharing of both — it could be a local slight 
decrease in the property taxes of the building. It could be — when 
you see a decrease in the operation of the — decreased utility, that 
you provide incentive to make sure the contractor, when they do 
the value engineering, when they are actually building the build- 
ing, that the first thing that traditionally has dropped off the plate 
are the things that give you more energy efficiency. So there are 
things of that nature. 

In residential homes, I would like to see the banks ask that the 
last year’s gas and utility bills are — you know, a counterfeit-resist- 
ance copy of that is presented. Why is that relevant? Well, it is rel- 
evant because if the utility bills are $400 or $500 a month, that 
actually has a significant impact on one’s ability to pay a mortgage, 
just as termites in the home would have a significant impact. 

So you can have — this is the bill, and for this size house in this 
region of the U.S., which it all could be on record, a mixture of the 
utility bills plus what we know about the size of the homes from 
the property records, that there is a distribution — just like in a re- 
frigerator, when you buy a refrigerator, here is the distribution of 
energy and here is an arrow where this house is. So it creates a 
more informed buyer and encourages the current homeowner to 
make investments in energy efficiency because it increases the re- 
sale value of that home. 

So those cost the taxpayer very little — nothing, essentially, but 
these little tools can be used. And so a number of them — and I can 
go on about this because I have given a great 

Senator Whitehouse. I am running into Senator Nelson’s time 
at this point, so let me cut you off and just say I look forward to 
continuing to have discussions with you about your role as Sec- 
retary of Energy Economics. 

Secretary Chu. OK. 

Chairman Conrad. Senator Nelson. 

Senator Nelson. Thank you, Mr. Chairman. Good morning, Dr. 
Chu. 
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Last evening, Congressman Bart Gordon, the Chairman of the 
Science and Technology Committee in the House, released a GAO 
report that says that a carbon capture coal project called 
FutureGen, which was killed by the previous administration, was, 
in fact, done on a miscalculation, and this is chronicled this morn- 
ing in the New York Times, and let me just read a couple of para- 
graphs here. 

“The error led the Department of Energy to say mistakenly that 
the project, known as FutureGen, had nearly doubled in cost — an 
increase the Bush administration deemed too expensive. At the 
time, FutureGen was the leading effort to capture and sequester 
carbon dioxide, the main heat-trapping gas linked to global warm- 
ing. If the project were resumed and proved successful, it could 
prove a model for curbing the carbon dioxide that coal adds to the 
atmosphere.” 

What do you know about this mistake that the GAO has come 
out with in the report? And who is responsible for it? And what are 
your future plans with FutureGen? 

Secretary Chu. My understanding is the following: When the 
price was first put on that project, it was a price of this is what 
it would cost in — you know, whatever time it was — 2004 or 2005 
dollars, and it did not include the fact that, as you go forward in 
time over the construction time of the project, let us say it is 3 or 
4 years, that you fold in inflation costs, the increase in cost of the 
commodities that would be put in the plant. So it was in dollars 
times zero, and the real cost of any project has to fold in those in- 
creases. 

Senator Nelson. As a matter of fact, the New York Times says 
that — they said in canceling the project that it had increased from 
$950 million, almost doubling to $1.8 billion. But, in truth, the 
auditors in GAO said it had gone up 39 percent, to $1.3 billion. 

Secretary Chu. Yes, and that is precisely this — the proper cost- 
ing of any project has to include what you see as trends in the costs 
of the materials and during the time. And so that was part of it. 
Now 

Senator Nelson. Well, that is a pretty big mistake. Who made 
that mistake? 

Secretary Chu. Well, I am not responsible for that mistake. 

Senator Nelson. No, but do you have some ideas? 

Secretary Chu. No, actually, I don’t, quite frankly. 

Senator Nelson. It is the previous administration, so you are 
going to just plead the Fifth, then. OK. 

Secretary Chu. Well, I don’t think 

[Laughter.] 

Secretary Chu. Let me just say that on my watch, I hope we 
don’t make a similar mistake. There has been, in addition to the 
1.8, there have been estimates that it has gone higher. 

Now, having said all this, I am beginning to look very closely at 
this project and I think there is a lot of merit in really testing the 
gassification, the capture and the sequestration all in one unit. The 
current price, as I understand it, is still very high, as I have said 
in previous comments. We have to — I think it does make a lot of 
sense to test this idea, but we also have to spend a lot of time and 
attention on post-combustion capture. 
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And so I am actually personally looking into how do you bring 
down the cost so we can go ahead. So at this time, that is — there 
are many things, as you have probably noticed, that haveten a lot 
of my attention and there are only 36 hours in a day and so I will 
do my best. 

Senator Nelson. In your opinion, does this technology — is this 
promising to get a complete capture of carbon? 

Secretary Chu. Actually, it is a technology that is certainly worth 
testing, in my opinion. The complete capture of carbon is a dif- 
ferent story. There are price needs on what one can do, and so you 
have to look at cost-benefit analysis, as alluding to the Senator’s 
comment about the Secretary of Energy and economics. Once you 
do a cost -benefit analysis, I think future technologies going forward 
will help us capture more and more of the carbon. But if we lay 
out a plan that says we have to capture 95 or 90 percent and 
makes it prohibitively high, that will begin to delay — that will 
delay the first experiments and deployment and I would rather see 
it getting started. 

Senator Nelson. Well, good luck, because we do have a lot of 
coal 

Secretary Chu. Yes. 

Senator Nelson. And if we can stop carbon going in the atmos- 
phere, it is certainly to our advantage because of that energy 
source there. 

I know you all talked earlier, and I have just got a little bit of 
time left. I just want to put my marker down that I have no objec- 
tion to offshore drilling if it is done responsibly and if it is done 
where the oil companies already have leases. There are some close 
to 80 million acres under lease. I know that there are 33 million 
acres under lease in the Gulf of Mexico that have not been drilled. 
I am talking about 80 million acres that haven’t been drilled. There 
are 33 million acres under lease in the Gulf of Mexico that haven’t 
been drilled. And, of course, I have been the point on this, trying 
to protect the U.S. military’s interest in the Eastern Gulf of Mexico, 
of which the operative policy in the Department of Defense is that 
you can’t have oil rigs out there where we are testing and training 
and testing some of our most sophisticated weapons. So as you ap- 
proach this, you and Secretary Salazar, I want you all to be mind- 
ful of the balance of issues. 

And also, I don’t think nuclear has been brought up here at this 
hearing. Clearly, after Three Mile Island, we now are a lot safer 
with nuclear and should be able to tap that source in a safe and 
responsible way to meet our energy needs in the future. 

I know my time is up, but any comments, I would love them. 

Secretary Chu. Nuclear is going to be part of our energy future 
and it has to be. And the issues you raise are very important ones 
and that is correct. There are a lot of oil leases out there that are 
not being used. 

Senator Nelson. Thank you. Thank you, Mr. Chairman. 

Chairman Conrad. Thank you. Thank you, Senator Nelson. 

A couple of quick things. One, you have been in the academic 
world and in that world you grade people on their performance. 
You get an A-plus. You couldn’t have done better here today. I just 
wanted to say that. 
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Second, in terms of climate change, I think it is very important 
for the administration to understand what I am hearing. I reported 
yesterday some of what I have been hearing, and I know it discom- 
forts some in the administration to hear that the budget as is, in 
my judgment, just as it has been written, probably can’t pass here. 
Now, I say that because I have colleagues coming to me every day, 
saying to me, if this is in, don’t count on my vote. 

One of the things that a group of colleagues has come to me 
about is with respect to the auctions and a concern that there are 
insufficient resources to offset effects on consumers and companies 
that are very adversely affected. And I know we had — yesterday, 
the head of the Office of Management and Budget told us that he 
has grave concerns about using — to having some allocations. 

I just say to you, in terms of getting something passed here, not 
an academic exercise but a real world practical politics exercise, in 
terms of getting something passed, there is going to have to be 
flexibility on how the funds are used. The notion that very ad- 
versely affected companies are not going to be given any help, I 
don’t think — I am just making a — this is not my position, just my 
observation based on colleagues coming to me. And so it is very, 
very important that we have flexibility and that we work together 
to try to resolve things to get a result, because it would be an ut- 
terly empty exercise around here not to get the votes to actually 
pass things and pass things that will make a difference for our 
country. 

On the point that Senator Nelson made with respect to the Gulf, 
and he has — quite properly, he is defending his State as he sees in 
the best interest to defend his State. Others of us have a somewhat 
different view. You know, the way leasing works in the oil industry 
is you go out and lease vast tracts with no intention ever of drilling 
on all of it. That isn’t the way it works. First of all, you go out and 
lease vast tracts and then you do exploration to determine where 
are the best prospects. And parts of the Gulf have been very picked 
over. The Western Gulf has been very picked over. The Eastern 
Gulf has not. 

And with respect to the military’s restriction, they have made 
clear to us and the Group of 10, the Gang of 10 that became a 
Group of 20, and by the way, Secretary Salazar when he was a 
Senator was part of our group — the military has made very clear 
to us they are open to working with us and technology has changed 
and you can have a much reduced footprint than was previously 
the case and, therefore, much less impact on military operations. 

So I think all of this has to be kept in mind. Again, anybody that 
suggests drilling offshore is the silver bullet answer, that is just 
not serious, and I think virtually everyone up here knows that. But 
it is part of the mix. It is part of the mix, and there are other 
things that will be much more significant contributors. You have 
made clear the list here. Conservation and energy efficiency has to 
be at the top of the list. Anybody that has studied this for 5 min- 
utes knows that what you said here today is true. And so let us 
be aggressive about doing those things, and I am sure you will be. 

With that, if there is any final comment that you wanted to 
make, we would be happy to hear it. 
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Secretary Chu. Well, I thank you for your comments and espe- 
cially the last ones. One final comment. I forgot to say that I con- 
sider energy efficiency to be terribly sexy. 

[Laughter.] 

Chairman Conrad. OK. Well, you know 

Secretary Chu. But it is all in the eye of the beholder. 

Chairman Conrad. Yes, sir. 

[Laughter.] 

Chairman Conrad. Look, these things are so very important for 
our country’s future. We are blessed to have somebody of your ca- 
pability and your character in this position of responsibility. And 
again, this was almost — if we were putting on a seminar, how to 
present yourself before a committee of Congress, your performance 
here today would be a pretty good place to start. 

Thank you very much. The committee stands in adjournment. 

Secretary Chu. Thank you. 

[Whereupon, at 12:22 p.m., the committee was adjourned.] 
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36 

1 help to be a part of that solution. 

2 Secretary Chu. Right. 

3 Senator Crapo. And although I am very discouraged in 

4 the decision that we have seen, I think we need to get very 

5 aggressive at finding a path forward. 

6 I have got a couple of other questions . I have got 

7 about a minute left. One question I had is as we were doing 

8 the — pursuing the stimulus package, one of the provisions 

9 that was in it was a manufacturing tax credit/ which again 

10 talked about a lot of different forms of energy but it did 

11 not specifically mention nuclear energy. As we revised the 

12 bill on the floor of the Senate, we were able to change the 

13 language there, not to mention nuclear specifically but to 

14 give the authority to the Department of Energy to include 

15 nuclear power in that manufacturing tax credit. I just 

16 wanted to make sure you were aware of that and also to 

17 receive your assurances that nuclear power will be able to 

18 receive that manufacturing tax credit as we move forward. 

19 Secretary Chu. I am not actually aware of the exact 

20 details, but I will certainly look into it, and if it is 

21 allowed, they will certainly be eligible. 

22 Senator Crapo. All right. Well, thank you very much. 

23 One last question. Xn President Obama's fiscal year 

24 2010 budget request, he assumes 100 percent auctionable 

25 allowances under a cap and trade legislation proposal. 
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WITNESS: SECRETARY STEVEN CHU 

PAGE 36; LINE 7-21 

INSERT FOR THE RECORD 

The manufacturing tax credit contained in Section 1302 of the American Recovery and 
Reinvestment Act of 2009 establishes a new 30 percent manufacturing project tax credit 
for investment in qualified property used in a qualified advanced energy manufacturing 
project. The Act defines a qualified advanced energy manufacturing project as a project 
that re-equips, expands, or establishes a manufacturing facility for the production of 
many different forms of energy. The seventh form of energy listed is “Other advanced 
energy property designed to reduce greenhouse gas emissions as may be determined by 
the Secretary” (of the Treasury). Credits are available only for qualified advanced energy 
manufacturing projects certified by the Secretary of the Treasury, in consultation with the 
Secretary of Energy, 

While the Act does not specifically mention nuclear energy, a project that re-equips, 
expands, or establishes a manufacturing facility for parts or components for the 
production of nuclear energy could qualify under the seventh form of energy in the list, 
given a positive determination by the Secretary of the Treasury. The Act stipulates that 
the Secretary of the Treasury establish a certification program no later than 180 days after 
the Act’s enactment date. More details will be available as we approach that date. 
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1 Twenty percent or $150 billion over ten years is directed to 

2 clean energy technologies, including biofuels, renewable 

3 energy, and so forth. Can you expand a little bit on what 

4 clean energy technologies will receive funding from this 

5 proposal and whether nuclear energy will be included there? 

6 Secretary Chu. Again, I am not sure of the exact 

7 statutes, but let me tell you what I understand it is going 

8 to be. Biofuels is an example. Clean energy biofuels is 

9 what I call fourth generation biofuels, where you put in far 

10 less fossil fuel inputs into the lifecycle generation costs. 

11 Advanced batteries — we do not have batteries that can last 

12 15 years of deep discharges, that we need probably a factor 

13 of two or three higher energy densities before I could see a 

14 massive deployment of plug-in hybrids, and then even a 

15 better battery for all-electric vehicles. Those are 

16 examples of clean energy technologies. 

17 Senator Crapo. Would nuclear be included, in your 

18 opinion? 

19 Secretary Chu. I would have to look again at the 

20 statute, quite frankly. Nuclear is — we have still a nuclear 

21 waste issue we have to overcome and we have — but, you know, 

22 if you look at the palette of our basic electricity now, it 

23 is gas, it is coal, it is nuclear. 

24 Senator Crapo. Well, thank you. I see my time has run 

25 out. 
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The President’s budget refers broadly to “clean energy technologies” that may receive 
funding from cap and trade revenues. When referring to “clean energy technologies,” the 
budget does not specifically mention nuclear energy. However, this does not necessarily 
exclude nuclear energy. Any eventual cap and trade system will most likely be set by 
legislation, which could determine what constitutes “clean energy technologies” and the 
subsequent distribution of revenues. 
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1 forward. And so we are hoping to announce within weeks the 

2 first tranche of these loans. 

3 We are also looking very much to your question about 

4 how do you do this effectively, that you prevent fraud, 

5 abuse, inefficiency. And so we are working with the 

6 internal DOE IG, also with the administration IG, not to — 

7 you know, they viewed themselves perhaps in the past as an 

8 audit function to look into things where there might be a 

9 suspicion of waste or abuse, but to actually anticipate what 

10 might go wrong and start to plan as we get these things out 

11 and how to monitor. So now they are becoming an integral 

12 part of the planning process. As we release the money, we 

13 will be releasing it in stages and will be looking very 

14 closely, because whenever there is a new flood of money, 

15 there is always a potential for it not being spent in the 

16 wisest way possible. 

17 So, again, this is a daily thing. I realized very 

18 quickly--in fact, in my first week — within starting that l 

19 needed someone who is very, very good, who could help the 

20 Department of Energy respond in a way, because we cannot 

21 fail on this. 

22 Senator Warner. I just simply would add I commend you 

23 for doing this, but I do not think some of your other 

24 colleagues who have got equal challenge, particularly with 

25 the Recovery Act funds, have put in place this same kind of 
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The American Recovery and Reinvestment Act is an unprecedented effort to jumpstart 
our economy and put a down payment on addressing long-neglected challenges so our 
country can thrive in the 21 st century. With much at stake, the Act provides for 
transparency and accountability by supporting measures to root out waste, inefficiency, 
and unnecessary spending. A coordinating Recovery Board has been established to 
develop the protocols to oversee government-wide spending, project reporting, and 
auditing. A website, Recovery.gov, will be the main vehicle to monitor progress on the 
Recovery Act funding. The Department of Energy (DOE) is committed to managing 
these funds effectively, and to maintain transparency will report directly to Recovery.gov 
to provide up-to-date data on the expenditure of funds. Recovery.gov features 
projections for how, when, and where the funds will be spent — which states and sectors 
of the economy are due to receive what proportion of the funds and as money starts to 
flow, far more data will become available. The site will include information about 
Federal grant awards and contracts as well as formula grant allocations. Federal agencies 
will provide data on how they are using the money, and eventually, prime recipients of 
Recovery Act funding will provide information on how they ore using their funds to 
implement projects. Some of the specific protocols in place are daily Recovery Act 
meetings, program fraud/risk training, pre-spend audits, and the requirement for risk 
management, phase-gate spending, and implementation plans. 
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1 Secretary Chu . Pardon? How did we arrive at what? 

2 Senator Graham. The $646 billion in the budget set- 

3 aside as a revenue stream from the cap-and-trade system. 


4 


Secretary Chu. 

The details of that I do not know. 


5 


Senator Graham. 

Okay. A hundred percent auction 

of 

6 

the 

credits . 



7 


Secretary Chu. 

Right. 


8 


Senator Graham. 

My concern — 


9 


Secretary Chu. 

Oh, sorry. I misunderstood your 


10 

question . 



11 


Senator Graham. 

X am sorry. 


12 


Secretary Chu. 

The money was, yes, going to come 

from 

13 

the 

credits. The exact amount or the estimate/ I did not 

14 

know . 



15 


Senator Graham. 

Well, somebody has to assume that 

a 

16 

credit will trade at 

a certain amount to generate $646 


17 

billion. I would like to know the formula they used. 

If 

18 

you 

could get that to me, I would appreciate it. 


19 


(The information follows:) 


20 


/ COMMITTEE INSERT 
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'fables S-2 and S-6 (See Attachment) of the budget show the estimated year-by-year 
climate revenues dedicated to Making Work Pay and an investment in clean energy 
technologies, totaling about $79 billion in the first year. These estimates are placeholders 
until legislation is more fully developed, but they are conservative projections of the 
amount of revenue likely to be available. We developed these estimates by considering 
various analyses of climate bills proposed in the 1 1 0th Congress and updates to 
underlying assumptions in these models. As the details of the cap and trade legislation 
take shape, we will work to further update the models and revenue projections. 
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PAGE 81; LINE 2 

INSERT FOR THE RECORD 
According to the Internal Revenue Service (IRS) website, 
http://www.irs.gov/newsroom/article/0..id=204447.00.html . for 2009 and 2010, the 
Making Work Pay provision of the American Recovery and Reinvestment Act will 
provide a refundable tax credit of up to $400 for working individuals and $800 for 
married taxpayers filing joint returns. This tax credit will be calculated at a rate of 6.2 
percent of earned income and will phase out for taxpayers with adjusted gross income in 
excess of $75,000, or $ 1 50,000 for married couples filing jointly. After 20 1 0, the amount 
of the tax credit can be reevaluated. For more specific information on the particulars 
raised with this issue, please contact the IRS, which administers this specific tax credit. 
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1 answers to my questions, say, within two weeks? 

2 Secretary Chu. I will certainly try. Senator. 

3 Senator Wyden , And if you would send those through the 

4 Chairman and the Ranking Minority Member so that all members 

5 of the committee could have it, that would be helpful. 

6 Thank you, Mr. Chairman. 

7 Chairman Conrad. I thank the Senator. 

8 Senator Enzi, please. 

9 Senator Enzi. Thank you, Mr. Chairman. 

ID Mr. Secretary, I am very impressed with your answers 

11 and your range of knowledge and all the things that you said 

12 here today, and particularly your emphasis. on energy 

13 research. I realize from your background that that would be 

14 an emphasis, but Wyoming is particularly interested in the 

15 research and have made some huge commitments to research. 

16 One of their commitments is based on abandoned mine land 

17 money. 

18 There was a tax that was going to expire about three 

19 years ago and of that tax, half of it would go to solve 

20 abandoned mine land problems in the East and half would be 

21 returned to the State where the coal was dug to take care of 

22 the abandoned mine land projects, and Wyoming was one of the 

23 States that went ahead and solved a lot of those projects 

24 even before the government released the money, which they 
didn’t do for about 30 years. Since the coal tax was going 
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1 to run out, we got together an interesting coalition of 

2 people and extended that tax, but with the promise that that 

3 money would be coming back to Wyoming, and that is what the 

4 legislature has committed to energy research for our State. 

5 Now, the budget calls for eliminating the return to the 

6 States that in good faith made that operation, and one of 

7 the things 1 am worried about is in the future, if we are 

8 putting together unique coalitions like that, if the 

9 government will be trusted if that happens. I was hoping 

10 that you might take a role in seeing that our research money 

11 continues to come. It is money that was stolen from Wyoming 

12 for 30 years before we were able to get a release on it, so 

13 it is a fairly big chunk of money now. But if it doesn't 

14 come through, we won't be able to do the research that the 

15 State has already obligated to do through 2011 . So I hope — 

16 ray question is, will you help us play a role In that? 

17 Secretary Chu. Well, I will certainly look into this 

18 1 and get back to you on that. 

19 Senator Enzi . Okay. I appreciate it and understand 

20 that that would be the best you would be able to do at the 

21 moment, but I will look forward to visiting with you some 

22 more about it, 

23 t am a huge advocate of incentives working better than 

24 penalties, although recognizing that sometimes penalties 

25 need to be in place because there are bad actors. One of 
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PAGE 81; LINE 13-25 thru 
PAGE 82; LINE 1-18 

INSERT FOR THE RECORD 

Pursuant to the Surface Mining Control and Reclamation Act of 1977, abandoned mine land 
reclamation falls under the purview of the Department of the Interior, Office of Surface Mining 
Reclamation and Enforcements The Office of Surface Mining Reclamation and Enforcement is 
currently working with the Congress and the Administration to address this issue. 
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A Sustainable Energy Future: The Essential Role of Nuclear Energy 

The Directors of the Department of Energy (DOE) national laboratories strongly believe 
that nuclear energy must play a significant and growing role in our nation’s — and the 
world’s — energy portfolio. This conclusion is based on an analysis of national and 
international energy needs in the context of broader global energy, environmental, and 
security issues. This paper provides details regarding our position in relation to nuclear 
energy. It is intended to be used as a basis for further discussion with stakeholders to help 
in developing specific near-term actions as well as a coherent long-term strategy 
incorporating the items listed below: 

• Make maximum use of the current ‘fleet’ of operating light-water reactors, 
including plant life extensions, extended fuel burnup, and power uprates, 

• Establish a national priority to immediately deploy advanced light-water reactors 
to meet our nation’s increasing energy demand, while limiting greenhouse gas 
emissions and continuing to provide critical support to the Nuclear Regulatory 
Commission (NRC). 

• Employ an integrated approach to manage used nuclear fuel and high-level waste, 
including interim storage, licensing of the Yucca Mountain Repository as a long- 
term resource, and exploration of optimal future waste management options. 

• Implement an aggressive research and development (R&D) program on advanced 
reactors, reprocessing, waste management, and fuel fabrication concepts to enable 
timely identification of the technological options for a sustainable closed fuel 
cycle. 

• Pursue partnering with other countries and implementation of an international 
regime that discourages the spread of enrichment and reprocessing capabilities 
and promotes the assurance of worldwide fuel supply and effective waste 
management. 

• Strengthen international safeguards through aggressive R&D, thereby revitalizing 
U.S. safeguards technology and human capital and providing for U.S. leadership 
to help in assuring achievement of international security objectives and 
nonproliferation goals. 

• Form a robust public-private partnership to ensure that ( l ) nuclear energy plays a 
more significant role in energy independence and environmental health, and 

(2) human infrastructure is rebuilt across industry, government, and academia. 

• Incorporate independent and authoritative guidance and peer review from 
government and nongovernment entities to ensure that the U.S. nuclear energy 
agenda is responsive to current and future national needs and international 
conditions. 
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BROAD ENERGY CONTEXT 

Energy is vital to human civilization and underpins national security, economic 
prosperity, and global stability. Worldwide demand for energy is rapidly increasing and 
could double by 2050. At the same time, the evidence is clear that CO 2 emissions must be 
reduced globally. Abundant, affordable, and environmentally responsible energy must be 
developed, both domestically and internationally, to meet that demand. 

Reducing U.S. dependence on foreign oil will provide economic and national security 
benefits, including both industrial competitiveness and international trade. Crude oil 
expenditures represent the largest deficit item to our balance of trade. To reverse the 
trend on energy imports, while at the same time meeting required reductions in CO 2 
emissions, the United States must use energy more efficiently. Furthermore, our nation 
must develop and deploy multiple energy sources in the context of a strategic and 
comprehensive energy plan. A broad mix of energy technologies is essential to meet the 
growing demand. 

BENEFITS OF NUCLEAR ENERGY 

Today, nuclear energy provides 16 percent of the world’s electricity and offers unique 
benefits. It is the only existing technology with capability for major expansion that can 
simultaneously provide stability for base-load electricity, security through reliable fuel 
supply, and environmental stewardship by avoiding emissions of greenhouse gases and 
other pollutants. Furthermore, it has proven reliability (greater than 90 percent capacity 
factor), exemplary safety, and operational economy through improved performance. 

We believe that nuclear energy must play a significant role in our nation’s — and the 
world’s — electricity portfolio for the next. 100+ years. Nuclear energy has great 
potential for contributing more to our broader energy needs, however. For example, 
nuclear energy could supplement or even supplant fossil fuels by providing the electricity 
for electric-powered vehicles, or it could be used to generate hydrogen for vehicles that 
utilize hydrogen fuel cells. Nuclear energy could also help to generate high-temperature 
process heat, provide a valuable input for feedstock to chemical production and aid in the 
production of freshwater from seawater and contaminated surface and groundwater 
sources. 

FOCUS EFFORTS AND INVESTMENTS: WHY NOW? 

There are many reasons to focus on and invest in the expansion of nuclear energy. First, 
time-critical clean energy needs can be met through reactor life-time extensions, higher 
fuel burnup, power uprates, and additional deployment of existing light-water reactor 
technology. Second, to maximize the benefits of nuclear energy domestically, advanced 
fuel cycles that cost-effectively optimize energy utilization and waste management are 
needed; however, there is a long lead time for developing the required technologies. 

Third, the United States now has a window of opportunity to influence global directions 
in safety, security, and nonproliferation throughout the nuclear fuel cycle. A strong, 
sustained, integrated effort across all three areas must begin now. 
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SUCCESSFUL PATH FORWARD 

The directors of the DOE national laboratories remain committed to U.S. energy security 
and the important role that an increased nuclear energy component can and should play in 
strengthening our energy security. Essentials for success are a strategy that integrates 
across DOE as well as other federal agencies; a concentrated effort to rebuild the 
necessary nuclear enterprise, including a broad-based R&D effort; and engagement with 
industry and the international community. Key to ensuring a successful effort is decisive 
leadership and a strong public-private sector partnership. 

Strategy and Policy Development 

To facilitate that leadership, all stakeholders must work together to develop a 
comprehensive strategic plan that has broad, bipartisan support and clear, consistent 
communications among government, researchers, the international community, industrial 
stakeholders, and the public. The development and implementation of a strategic plan 
should include: 

• A clear statement of national energy policies. The full range of benefits and risks 
involved in nuclear energy create an inextricable link between government and 
industry. Furthermore, government policies and programs should be harmonized 
with those of the private sector. This relationship must be a partnership. 

• A clear differentiation between short- and long-term goals. Private sector 
providers of nuclear power have expressed their priorities, but they are inevitably 
short term in nature and may not necessarily include long-term, national priorities. 

• A sustainable approach to used fuel disposition and waste management. 
Confidence must exist in the ability to manage nuclear fuel and to dispose of 
nuclear waste safely so as to enable the sustainable expansion of nuclear energy. 

• A clear focus on strengthening the nonproliferation regime. Enhanced safeguards 
and physical security, international fuel service arrangements, and new nuclear 
fuel cycle technologies can advance our nonproliferation objectives. 

• A mechanism for review by the stakeholders to ensure that the strategy remains 
relevant to current and future national needs and international conditions. 

Rebuilding of the Nuclear Enterprise 

The nuclear sector stakeholders must address three key areas: manufacturing base, 
science and technology infrastructure, and human capital. Expansion of nuclear energy 
will create stresses on the industrial resources needed to build and operate nuclear power 
plants. Nuclear power plants require a large forged pressure vessel and head, huge civil 
works, a myriad of pumps and valves, miles of piping and wiring, and robust process and 
system controls that must be “N-stamp qualified.” To have substantial growth in nuclear 
energy, more suppliers are needed. The worldwide forging capacity is very limited, and 
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none of it resides in the United States. This example illustrates one of the many choke 
points in the supply chain. Transport of material, support for construction, and 
enrichment of uranium for the fuel supply all must be considered. Moreover, financial 
institutions need to have confidence that a reliable supply chain exists before they will 
invest in new plant construction. 

The science and technology infrastructure must include modern capabilities such as 
irradiation systems for testing new fuels and structural materials; chemical separations 
and characterization capabilities; and physics facilities for radiation transport, thermo- 
hydraulics, cross-sections, and criticality science. These and other capabilities require 
modern facilities; however, our current R&D infrastructure, which was built during the 
Cold War, has atrophied and is obsolete. Modeling and simulation technologies have 
made tremendous advances since the design of the existing facilities. The design of the 
next-generation facilities must incorporate state-of-the-art testing and diagnostics tools 
and be guided by the data requirements for advancing the realism and accuracy of high- 
performance simulation tools and approaches. 

In addition, training the next generation of engineers and scientists must be an integral 
part of a robust nuclear program. A recent industry study pointed out that over the next 
five years, half of the nation’s nuclear utility workforce will need to be replaced. To 
satisfy the need for both professional and crafts workers, government and industry must 
both play important roles to stimulate workforce development for construction, 
operations, and R&D by providing an environment that is exciting and thriving. Industrial 
and federal government commitment will be required to invigorate university and trade 
school programs. For example, the government should establish and fund a nuclear 
energy workforce development program at universities and colleges to meet the expected 
need. 

Research and Development 

To reduce cost, ensure sustainability, and improve efficiency, safety, and security, 
investments in a sustained nuclear science and technology R&D program are needed. 
Such a program must effectively support and integrate both basic and applied research 
and use, to the extent possible, modeling and simulation capabilities to address both near- 
term, evolutionary activities (e.g., life extensions of the current fleet) and long-term 
solutions (e.g., advanced reactors and fuel-cycle facilities). Industry will pursue 
evolutionary R&D to further improve efficiencies along each step of the current fuel 
cycle. It is incumbent upon the government, however, to implement long-term R&D 
programs for developing transformational technologies and options for advanced nuclear 
fuel cycles. Including regulators in the research and evaluation of results will facilitate 
the development of licensing and regulation of future nuclear facilities and technologies. 
Review of research plans and results by expert peer reviewers and open availability of the 
results will strengthen these efforts. 

International Engagement 


Thirty countries currently operate nuclear power reactors, and approximately thirty- 
five reactors are under construction outside the U.S. An additional two dozen countries 
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that have never used nuclear power to generate electricity (e.g., Egypt, Indonesia, Turkey, 
Vietnam) are now expressing serious interest in the technology, citing stability, security, 
sustainability, and environmental stewardship as key drivers. As a result, the amount and 
types of nuclear material in the world will grow, commerce in nuclear technology and 
materials will increase, and there will be interest in assuring a reliable supply of nuclear 
fuel. Ongoing bilateral and multilateral engagement will provide opportunities for 
improving our understanding of the needs, plans, and initiatives of other countries; the 
potential benefits and risks of these initiatives; and ways to positively impact 
technological development and choices. The R&D of viable technical options for the 
United States will also maximize our ability to influence the expanding global 
commercial enterprise. 

CHALLENGES AND OPPORTUNITIES 

Important challenges and opportunities are on the horizon: near-term expansion, used 
nuclear fuel disposition, a sustainable “closed” fuel cycle, and nonproliferation and 
security. These are discussed below. 

Near-term Expansion 

An urgent need exists to extend the life of our existing nuclear plants; to begin building 
new plants, including addressing the financial constraints; and to implement further cost 
improvements. Relicensing for 60 years has already occurred for many existing reactors 
and is being aggressively sought for the remaining plants. In parallel, R&D activities that 
explore the technical feasibility and path forward for long-term operations to 80 years 
should also be pursued. 

Capital investments required for construction of nuclear plants are substantial, and private 
sector investment decisions must seriously consider risks over a long planning horizon, 
including the ability to recover capital costs through the rate base. Since new nuclear 
power deployments are in the national interest, the private sector and government share 
the responsibility for undertaking the activities needed to ensure that the investment risk 
associated with constructing, licensing, and operating new light-water reactors is reduced 
sufficiently to enable commercial investment and deployment. The Energy Policy Act of 
2005 provides important loan guarantees, standby support, and tax credits to mitigate 
financial and regulatory risks that need to be implemented: the financial community and 
rate regulators must be engaged to enable nuclear energy expansion. Finally, critical 
support of the NRC for license review and approval also needs to continue to ensure 
timely review of new license applications. 

Further cost-effective technical improvements to light-water reactors are feasible. Tn 
addition to simplified reactor and ancillary systems, areas of emphasis include the 
development of sensing capabilities, robust communication systems, and development of 
advanced approaches to safeguards and physical protection. The achievement of a 
simplified safe and secure plant will also require systematic consideration of human 
factors as a major contributor to a plant’s economics, safely, security, and operational 
performance. Many of these advances can also provide cost-efficient operations and 
maintenance of existing plants. 
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Used Nuclear Fuel Disposition 

The disposition of used nuclear fuel must be considered from both a short- and long-term 
perspective. Confidence regarding the disposal of waste is needed before the NRC will 
grant a license for a new plant and before private investors will accept the financial risk 
of ordering new nuclear plants. In the short term, this confidence can be achieved by 
continuing the licensing of a geologic repository at Yucca Mountain and enabling the 
continued interim storage of used nuclear fuel in dry casks and fuel pools. 

Dry cask storage is a safe and secure interim solution, either at existing reactor sites or 
consolidated regionally if future circumstances dictate. Through policy and investment 
actions, government can make it clear that interim storage is not intended to push the 
burden of an ultimate solution to a future generation, but rather to keep waste 
management options open, pending the results of continued R&D investments. The use of 
dry casks incorporates proven technologies and regulatory regimes to protect the public 
from hazards during handling, transport, and storage. 

The design and operation of the repository may evolve as knowledge advances. Yucca 
Mountain Repository was envisioned at a time when the country did not have plans for 
significant nuclear energy expansion. At that time, used reactor fuel was considered 
"'waste”; thus, direct disposal was chosen as the approach. In the long term, given the 
envisioned expanded use of nuclear energy, it is both appropriate and timely to reconsider 
the sustainability of the fuel cycle and to recognize that even with recycling, a geologic 
repository will be required. In our opinion, R&D must be conducted, and a 
comprehensive evaluation of disposition pathways must be performed. 

Sustainable "Closed" Fuel Cycle 

As nuclear energy expands, the traditional once-through fuel cycle will not be 
sustainable. To maximize the benefits of nuclear energy in an expanding nuclear energy 
future , “closing” the fuel cycle will ultimately be necessary. Simultaneously addressing 
such issues as the full utilization of the fuel’s stored energy content, waste minimization, 
and strengthening of the nonproliferation regime is essential and will require systems and 
economic analysis; and investigation of new technologies. Thus, the immediate urgency 
of our efforts should be directed toward conducting broad-based R&D to support an 
informed decision on how to proceed. The results of these investments will yield a deeper 
understanding of the above issues, and will provide the basis and timing for closing the 
fuel cycle. We believe that the decades-long hiatus in U.S. investment provides an 
opportunity and an advantage to avoid reliance on a dated recycling infrastructure. As a 
result, our nation has the opportunity, through new technologies and business models, to 
determine the best path forward. 

An evaluation for light-water reactor recycling in the near-term must consider the 
increased efficiency in the use of fissile resources, the alteration of waste forms and 
reductions in overall waste burden, the anticipated need for plutonium/actinides to fuel 
fast reactors for burning or breeding, and U.S. nonproliferation objectives. Other 
considerations include establishing a credible U.S. role in an international fuel supply 
regime, getting our nation back into industrial-scale reprocessing, and demonstrating U.S. 
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leadership in providing nuclear safety, safeguards and other essential disciplines in the 
global nuclear renaissance, integrated analyses of the factors above have not provided 
sufficient direct evidence to date to support substantia! Federal Government investments 
to deploy existing technology for commercial scale recycling in light-water reactors. It is 
incumbent upon the Federal Government to establish the policy framework and working 
with industry ensure that technologies are available for deployment that satisfy that 
framework, including the non-proliferation and waste management considerations 
discussed in this paper, while the marketplace will ultimately determine the need for 
implementation within that framework. 

Nonproliferation and Security 

Strengthening the nuclear nonproliferation regime in the context of the global expansion 
of nuclear energy will require a multipronged approach. While the nonproliferation 
regime and other institutional measures will continue to provide the primary framework 
to ensure that the growth of nuclear power does not increase proliferation and terrorism 
risks, there should be a strong emphasis on limiting the spread of enrichment and 
reprocessing capabilities and enhancing our ability to track, control, and protect nuclear 
materials. 

Three key areas will help to accomplish this focus: an assured fuel cycle service system 
with incentives for foregoing enrichment and reprocessing capability, improved 
safeguards technologies and transparency, and '‘safeguards by design” (i.e., designing 
safeguards technologies and methodologies into new facilities or systems). These key 
areas should be tightly integrated with other nuclear fuel cycle R&D and be informed by 
a risk assessment methodology. This methodology will enhance our ability to understand 
the benefits and risks of fuel cycle choices in the context of the overall fuel cycle system. 
These choices include technology options, framework options, and policy options. As an 
example, formulating international frameworks that support U.S. nonproliferation policy 
objectives will require understanding the energy goals and objectives of other countries, 
options for meeting these objectives, and a clear understanding of any specific trade-offs. 

COMMITMENT OF THE NATIONAL LABORATORIES 

Our nation is facing urgent problems in energy, environment, and national security. 
Nuclear energy can play a vital role in meeting our future energy needs, reducing our 
dependence on foreign oil, and protecting our environment. However, a clear national 
strategy with bipartisan support and strong U.S. leadership is necessary. The national 
laboratories, working in collaboration with industry, academia, and the international 
community, arc committed to leading and providing the research and technologies 
required to support the global expansion of nuclear energy. 
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Statement of Senator Jim 
Budget Committee on Department 

For Fiscal Year 2010 

M arch 1 1, 2009 

Thank you Mr. Chairman. Welcome Dr. Chu. It is good to see you again. 

1 think the Department of Energy Budget for Fiscal Year 2010 will be one 
of the most important in quite a while. 

Not only do we have to address funding important energy programs vital to 
our energy security but we now find ourselves in the midst of a debate on climate 
change with President Obama’s cap and trade revenue program. 

I do not believe that the budget process is the appropriate venue for a 
debate on cap and trade. Legislation so far reaching should be fully vetted and 
debated in the appropriate committees of jurisdiction - such as the 'Energy 
Committee, of which 1 am a member of 

We can all agree that the future of energy is clean energy. This includes all 
forms of clean energy such as nuclear and clean coal with carbon sequestration. 

At a time when the government is all too quick to step and subsidize 
industries we must be careful not to let the government pick winners and losers in 
this debate. 

I believe that we should focus on providing industry incentives to lower 
emissions and spur on technological development. 

If we do not and act too rapidly through imposing strict Federal 
environmental mandates and carbon taxes all Americans will pay the cost through 
a dramatic increase in utility prices. 

I f enacted, President Obama’s cap and trade revenue program will institute 
one of the largest tax increases in American history. Moreover, the proposed tax 
cut it will be used to pay for will benefit few but affect everyone’s pocketbooks. 

I do not believe in using such budget gimmicks to impose backdoor taxes 
on the average American family. 

Thank you Mr. Chairman and l look forward to questioning our witness. 
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QUESTION FROM SENATOR MURRAY 

Marine and Hvdrokinetic Research and Developmenl 

Ql . As I mentioned, the Department’s only marine sciences laboratory is located in 
Sequim, Washington and ] believe it can be a real asset to the Department in 
addressing marine energy R&D opportunities. 

Before our nation can fully realize the potential of marine etiergy-as a carbon-free 
energy source, we must accurately assess our resources, and evaluate new 
technologies to determine impacts. 

• Can 1 have your assurance that you will engage the Marine Sciences 
Laboratory as you move this program forward? 

A1 . The Department of Energy (DOE) is engaging with the Pacific Northwest 
National Laboratory’s (PNNL) Marine Science Lab (MSL) by employing its 
valuable capabilities in physical oceanography and marine biology related to 
the development of ocean energy. The MSL is working collaboratively with 
DOE-supported ocean energy projects, including Snohomish Public Utility 
District’s development of a tidal energy site in the Admiralty Inlet section of the 
Puget Sound and the Northwest National Marine Renewable Energy Center, a 
joint Oregon State University-University of Washington program addressing 
wave and tidal energy R&D and testing. 
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Hanford Site Cleanup 

Q2. Mr. Secretary, I like the 201 5 vision for the Hanford Site and am certainly 

dedicated to cleaning up along the River Corridor at Hanford but I’m concerned 
about keeping the cleanup momentum going after 2015. There is a tremendous 
amount of work to be done in the Central Plateau and it will be more difficult and 
technologically challenging in many cases. Will you commit to fulfilling the 
government’s responsibility to cleanup the Hanford Site by maintaining the 
Hanford budget post-2015 to allow for full scale cleanup of the Central Plateau 
for the citizens of Washington? 

A2. The Office of Environmental Management is committed to continuing the cleanup 

activities post-2015 at the Hanford Site. The Hanford Site continues to be a top 
priority for the Department with projected expenditures exceeding $50 billion and 
cleanup activities continuing through FY 2062. The Department will be assessing 
the full impact of American Recovery and Reinvestment Act funding on those 
projections and how to best capitalize on the momentum gained from those 
investments. 
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QUESTION FROM SENATOR NELSON 

Q1 . Secretary Chu, there have been many criticisms regarding the Department’s loan 
guarantee program. I know you have made important changes in the past month 
to streamline the program, which you said "required too much paperwork, require 
prohibitive upfront costs and it simply took too long.” 

Can you detail the changes you’ve made and outline how they address the 
problems that have prevented the program from disbursing any funds in four 
years? 

A1 . We have accelerated the loan guarantee process significantly while maintaining 
appropriate evaluation and due diligence to protect taxpayer interests. We are 
shortening the cycle time from application to loan guarantee to ensure good 
projects quick funded quickly. The changes include streamlining paperwork 
requirements and providing additional resources to process applications and 
working with industry to attract good projects while helping them navigate the 
process. And, in fact, the Department offered its first loan guarantee on 
March 20, 2009 to Solyndra, Inc,, a California company which will construct a 
commercial-scale manufacturing plant for its proprietary cylindrical solar 
photovoltaic panels. 



742 


QUESTION FROM SENATOR NELSON 

Q2. Others before you from the Energy Department have appeared before Congress 

and testified that fixing the loan guarantee program was a top priority, but nothing 
happened. While you have clearly made major changes already, is there more 
that you’ll need to do to fix this troubled program? 

A2, The Department recognizes the urgency in the current economic environment to 
move quickly in implementing the Loan Guarantee Program, while protecting 
taxpayer interests. Specifically, we have commenced an effort to accelerate our 
ability to issue loan guarantees by shortening the cycle time from application to 
loan guarantee while still ensuring that good projects get funded quickly. I am 
closely reviewing the program and working to ensure that the Department has the 
right team and processes in place to accelerate issuing loans. And, in fact, the 
Department offered its first loan guarantee on March 20, 2009 to Soiyndra, Inc., a 
California company which will construct a commercial-scale manufacturing plant 
for its proprietary cylindrical solar photovoltaic panels. 
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QUESTION FROM SENATOR CRAPO 

Yucca Mountain 

Ql. Secretary Chu, in the executive order lifting the ban on federal funding of stem 
cell research, President Obama signed a memo directing federal agencies to keep 
politics out of federal scientific activity. Numerous National Academy of Science 
panels have recommended deep geologic disposal of high level waste and used 
nuclear fuel and even the report that you signed called for the development of 
Yucca Mountain as a long term resource. 

Can you tell me that science and not politics was the basis for your decision to 
end the effort to develop tile Yucca Mountain nuclear waste repository? 

A 1 . President Obama has made it clear that Y ucca Mountain is not a workable option. 
This decision is not based on a determination that a repository at the Yucca 
Mountain site could not meet regulatory requirements but rather reflects the 
Administration’s belief that science can find a better solution that achieves a 
broader national consensus. To that end, the Administration intends to convene a 
“blue-ribbon” panel of experts to evaluate alternative approaches for meeting the 
federal responsibility to manage and ultimately dispose of spent nuclear fuel and 
high-level radioactive waste. This panel will provide the opportunity for a 
meaningful dialogue on how best to address this challenging issue and provide 
recommendations that will form the basis for working with Congress to revise the 
statutory framework for managing and disposing of spent nuclear fuel and high- 
level radioactive waste. Until however the statutory framework is revised, the 
Department will continue to participate in the ongoing licensing proceeding at the 
Nuclear Regulatory Commission (NRC) on the license application for a repository 
at Yucca Mountain and respond to questions from the NRC so that NRC can 
fulfill its statutory obligation to issue a final decision approving or disapproving 
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the issuance of construction authorization for the repository within three years. 
The Department, however, is not spending money on any further development of 
the Yucca Mountain repository and related infrastructure. 
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QUESTION FROM SENATOR CRAPO 

Yucca Mountain 


Q2. There is no other disposal option for the type of defense waste currently located in 
Idaho, Washington State, and South Carolina, but to permanently dispose of it in a 
deep geologic repository like Yucca Mountain. I support looking at other 
management options for commercial used nuclear fuel. Would you considering 
disposal of the defense waste ONLY in Yucca Mountain? If not, how do you 
propose to find another permanent disposal site? 

A2. As I have stated, the Administration intends to convene a “blue-ribbon” panel of 
experts to evaluate alternative approaches for meeting the federal responsibility to 
manage and ultimately dispose of spent nuclear fuel and high-level radioactive 
waste. The blue ribbon panel will consider options for both defense waste and 
commercial spent nuclear fuel. In so doing it will take into account the unique 
characteristics of defense wastes and national security issues. This panel will 
provide the opportunity for a meaningful dialogue on how best to address this 
challenging issue and provide recommendations that will form the basis for 
working with Congress to revise the statutory framework for managing and 
disposing of spent nuclear fuel and high-level radioactive waste from both 


commercial and defense activities. 
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QUESTION FROM SENATOR BUNNING 


Q1 . Renewable Portfolio Standard - Research has shown that a new coal gasification plant 
with carbon dioxide capture can produce power for 10 cents per kilowatt hour. It can 
also be placed at a location much closer to where the power is consumed as opposed to 
other renewable sources. If that is the case, does it not make sense to include coal fired 
generation with carbon capture and storage capability as a qualified energy source in an 
RPS bill? 

A 1 . While the Department of Energy supports carbon capture and sequestration, coal 
is a finite resource, and electricity generation from this fuel by conventional 
technology should not be considered a qualified energy source in a Renewable 
Portfolio Standard bill. 
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QUESTION FROM SENATOR BUNNING 

Q2. Nuclear - If the goal of the Administration’s cap and trade budget proposal is to reduce 

emissions, will you support making nuclear a component of your clean energy proposals? 
Not only do nuclear power plants emit zero emissions but the construction of a new 
nuclear power plant could create up to 1,800 jobs. Will you support bringing any new 
nuclear reactors online? 

A2. Nuclear power currently supplies nearly 20 percent of the Nation’s electricity and 

approximately 70 percent of its greenhouse gas-free electricity. It is unlikely that the 
U.S. can meet its aggressive climate goals if nuclear power is eliminated as an option, but 
as industry moves forward with expansion, the federal government must continue to 
address the key issues of security of nuclear fuel and waste, waste storage, and 
proliferation. 
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QUESTION FROM SENATOR BUNNING 

Q3. Yucca - In the President’s Budget request, he dramatically scales back funding 
for the Yucca Mountain Nuclear Waste site further jeopardizing DOE’s obligation 
to take possession of nuclear waste. You have stated that you have an alternative 
plan for Yucca Mountain. What is this plan? What is your timeline to institute 
this plan? 

A3. I have stated previously that the Administration intends to establish a blue ribbon 
panel of experts to evaluate alternative approaches for meeting the federal 
responsibility to manage and ultimately dispose of spent nuclear fuel and high- 
level radioactive waste. This panel will provide the opportunity for a meaningful 
dialogue on how best to address this challenging issue and provide 
recommendations that will form the basis for working with Congress to revise the 
statutory framework for managing and disposing of spent nuclear fuel and high- 
level radioactive waste. 
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QUESTION FROM SENATOR BUNNING 

Q4. Coai-to-Liquid Fuels - 1 know that you are concerned with coal-to-liquid fuel because of 
environmental issues. Research has shown that using a combination of commercially 
available carbon capture technology and biomass blending will reduce the carbon 
footprint of coaMo-iiquids well below conventional fuels. Are you aware of this 
environmental potential for coal and biomass gasification? I f so, is this something that 
you would be willing to support funding for along with other biofuels? 

A4. We are aware of the environmental potential of alternate fuel production systems that 
utilize mixtures of coal and biomass as a gasification feedstock. The Department 
supports research and development of technology for hydrogen from coal and coal and 
biomass gasification processes in the Office of Fossil Energy. 
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QUESTION FROM SENATOR BUNNINC. 

Q5. Smart Grid and Cyber Security - What does Smart Grid technology promise in 
terms of reliability? A smart grid is supposed to increase our system's security 
but technology like smart meters and advanced communication networks can 
actually increase the vulnerability of our grid to cyber attacks. How do you plan 
to address these cyber security concerns? Do the agencies have sufficient 
authority or is additional federal legislation needed? 

A5. The Smart Grid offers a number of opportunities to improve grid reliability. For 
example, through the use of AMI (advanced metering infrastructure) with two- 
way communications at the distribution level, utilities can remotely identify, 
locate, isolate, and restore power outages more quickly without having to send 
field crews on trouble calls. At the transmission level, phasor measurement units 
synchronized with global-position systems can provide enhanced situational 
awareness across wide areas of the power grid to detect and deter grid 
disturbances much faster than existing systems. In addition, the Smart Grid will 
enable greater use of distributed resources and technologies to control load to 
enhance reliability. 

The Department has been working with the private sector for several years to 
enhance cyber security in the energy sector through the implementation of the 
Roadmap to Secure Control Systems in the Energy Sector, The Department has 
conducted cyber security assessments of more than 20 supervisory control and 
data acquisition (SCADA) systems, which represents over 90 percent of the 
current market offering in the electricity sector. As a result, vendors have 
developed next-generation “hardened” systems that are now being deployed in the 
market. In addition, the Department is partnering with the AMI Security Task 
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Force organized under Ihe UCA Inlemational User’s Group to develop cyber 
security requirements for AMI - a foundational smart grid application. The Task 
Force is comprised of utilities, security domain experts, standards body 
representatives and industry vendors. On March 10, 2009, the Task Force 
published the AMI System Security Requirements, which provides critical 
guidance for vendors and utilities to help design and procure secure and reliable 
AMI systems, The Task Force will also produce a vendor catalog of smart 
meters, an implementation guide, and procurement guidelines. Because of the 
success of this industry-government partnership, the Department is expanding the 
scope of the project to develop comprehensive cyber security specifications 
(including penetration testing) for all critical Smart Grid applications. 

At this time, we do not foresee the need for additional Federal legislation to 
accomplish our goal through public-private partnerships. The Department will 
continue to work with the National Institute of Standards and Technology to 
accelerate the development of a framework for the complete suite of 
interoperability standards. Once a standard is completed by the applicable 
standards development organization, the Federal Energy Regulatory Commission 
will issue a rulemaking to adopt the standard as required under the Energy 
Independence and Security Act of 2007. 
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QUESTION FROM SENATOR BUNNING 

Q6. Smart Grid Technology - In remarks at the National Clean Energy Project 

summit, you stated that the failure to agree on standards and protocols to allow 
different systems to communicate with each other is the “biggest bottleneck’ 1 for 
Smart Grid technology. You have suggested in the past that we should lock 
people up in a room and tell them to come out with a standard in a few weeks. 
What is a realistic time frame to develop a communications network for Smart 
Grid? Is it really just as simple as locking folks in a room for a couple of weeks? 

A. The pace of smart grid standards development is being accelerated to facilitate 
integration and reduce life cycle costs in the early stages of smart grid project 
deployments. Stakeholders are being brought together to identify gaps and 
shortcomings in existing standards that are needed for high value, near-term, 
smart grid deployment. At this time, the Department believes there is sufficient 
effort underway to develop cyber security safeguards and interoperability 
standards to begin smart grid deployments without delay. T he Department is 
proceeding with implementing smart grid deployments and standards 
development in parallel. 
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QUESTION FROM SENATOR ENSIGN 

Q1 , If the Yucca Mountain project is dead, and I think we both agree that it is, how 

much time do we have before we need a permanent solution to nuclear waste? In 
broad terms, what form do you see a permanent solution taking? 

A I . The Nuclear Regulatory Commission has determined that spent nuclear fuel can 
he stored safely at reactor sites for up to 100 years. I believe that considerably 
less time will be needed to implement a permanent solution. As I have stated 
previously the Administration intends to establish a “blue ribbon’ panel of experts 
to evaluate alternative approaches for meeting the federal responsibility to 
manage and ultimately dispose of spent nuclear fuel and high-level radioactive 
waste. This panel will provide the opportunity for a meaningful dialogue on how 
best to address this challenging issue and provide recommendations that will form 
the basis for working with Congress to revise the statutory framework for 
managing and disposing of spent nuclear fuel and high-level radioactive waste 
from both commercial and defense activities. 
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QUESTION FROM SENATOR ENSIGN 

Q2. We both support nuclear energy but oppose Yucca Mountain. Do you think 

forming a commission to explore alternatives to Yucca and new solutions for our 
nuclear waste problem will help the nuclear energy industry in the long run? Do 
you have any recommendations as to some of the issues the commission should 
examine in terms of nuclear waste alternatives? 

A2. Yes, I do think forming a “blue ribbon” panel of experts, or commission, to 

explore alternatives to Yucca Mountain and new solutions for our nuclear waste 
problem will help the nuclear energy industry in the long run. 1 have mentioned 
previously that an expert panel, or commission, should examine all the possible 
alternatives, including alternative repository sites, interim storage, on-site storage, 
and exploring new technologies for the disposal of spent nuclear fuel and high- 
level radioactive waste. 
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QUESTION FROM SENATOR GRAHAM 

Q 1 . Secretary Chu, South Carolina has 7 nuclear plants and the Savannah River Site 
which stores substantial quantities of DOE defense waste as well as foreign 
research reactor spent fuel. If Yucca is no longer an option, when will this 
nuclear material begin leaving the state? Additionally, there is currently at least 
12,800 metric tons of defense related high-level waste and spent nuclear fuel 
slated to be shipped to Yucca Mountain. Do you envision a scenario in which we 
open Yucca Mountain only to defense waste? 

Al. President Obama has made it clear that he believes Yucca Mountain is not a 

workable option. The Administration plans to convene a “blue-ribbon” panel of 
experts to evaluate alternative approaches for meeting the federal responsibility to 
manage and ultimately dispose of spent nuclear fuel and high-level radioactive 
waste. This panel will provide the opportunity for a meaningful dialogue on how 
best to address this challenging issue and provide recommendations that will form 
the basis for working with Congress to revise the statutory framework for 
managing and disposing of spent nuclear fuel and high-level radioactive waste. 
These experts will evaluate alternative approaches for the government to meet its 
obligation to dispose of the country's commercial and defense spent nuclear fuel 
and high-level waste. Although at this time 1 cannot provide a time frame for 
when the defense nuclear material from South Carolina will begin leaving the 
state, I can assure you that the material will be safely managed as long as it 


remains in South Carolina. 
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QUESTION FROM SENATOR GRAHAM 

Q2. The Loan Guarantee Program is considered a critical component to encouraging 
the development of the first few nuclear power plants in the United States, At 
present that program does not work for generating units that are co-owned in 
public-private partnerships because of cross-collateralization requirements. 1 
understand that ranking of the current applications pending at the Office of Loan 
Guarantee includes three public-private partnerships in the top five applications. 
These projects are in jeopardy if there is not a fix to this program. What efforts 
are you taking to fix the problems wilh the program to allow public-private 
ventures to access it? 

A2. DOE is committed to review all issues associated with the proposed ownership 
structures on a case-by-case basis. The information provided in the Part 11 
Nuclear Power Facilities applications received on December 19, 2008, forms the 
basis for this review. 
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QUESTION FROM SENATOR GRAHAM 

Q 3. Last week, you testified in the Senate Energy Committee that solidifying spent 

nuclear fuel was an alternative to Yucca Mountain. Can you expand on your 
statement? Does this mean that you see spent nuclear fuel as waste? If you 
solidify the spent fuel, doesn’t it still ultimately have to be disposed of 
somewhere? Once spent nuclear fuel is solidified, is the potential energy 
remaining in a fuel rod retrievable? 

A3. Spent nuclear fuel can be placed in wet or dry storage without changing the solid 
form in which it taken out of the reactor. I believe one of the options that deserves 
serious consideration is to continue development of advanced technologies to 
reprocess the spent nuclear fuel to remove and recycle useful components of the 
spent nuclear fuel and then to dispose of the remaining radioactive material. 
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QUESTION FROM SENATOR GRAHAM 


Q4. The Savannah River National Laboratory is the Department of Energy’s newest 
national laboratory. Despite this, SRNL is the national lab most in need of 
infrastructure improvements. Will you approve stimulus money to improve 
infrastructure at the national laboratories? How do you plan to capitalize on 
SRNL so it can reach its full potential? 

A4. The Office of Environmental Management (EM) is developing a plan to use 
Recovery Act funds to support cleanup in the areas of solid waste disposition, 
deactivation and decommissioning of structures, as well as soil and groundwater 
remediation. These are areas where the EM program has generally demonstrated 
technical and management success so we do not anticipate that Savannah River 
National Laboratory (SRNL) support will be needed to achieve this cleanup. 


The SRNL is funded indirectly in support of programmatic activities carried out at 
the Savannah River site. The site continues to be a priority for the Department 
with projected expenditures exceeding $40 billion and cleanup activities 
continuing through fiscal year 2040. To the extent SRNL support is needed to 
complete cleanup of this site, the necessary coordination will occur. 
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QUESTION FROM SENATOR GRAHAM 

Q5. The Omnibus Appropriations Act passed yesterday included report language 

directing DOE to provide a comprehensive lifecycle cost estimate for continuing 
operations of H-canyon. Will this study also include the increased costs and 
additional time closing H-Canyon will add to the cleanup schedule at SRS? Do 
you know these costs? 

A5. As directed by the House language, the Department of Energy will provide a 

comprehensive lifecycle cost estimate for the continuing operations of H-Canyon 
that includes all waste disposal and contingency costs for nuclear material that 
will be included in the Department’s H-Canyon processing plans. This 
comprehensive lifecycle cost estimate will include costs for operating the facility 
and for its subsequent deactivation, which consists of placing the facility in a low 
risk and safe shutdown condition that is economical to monitor and maintain for 
an extended period, until the eventual decommissioning of the facility. We will 
provide cost estimates, including the costs for decommissioning and ultimate 
disposition, when this analysis is complete. 
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QUESTION FROM SENATOR GRAHAM 

Q6. What is your interpretation of the 2001 Defense Authorization language requiring 
H-Canyon “maintain a high state of readiness?” 

A6. H-Canyon is currently being operaled to process surplus highly enriched uranium 
materials. However, if the facility is not actively processing nuclear materials or 
spent nuclear fuels, we interpret that specific language to mean that the facility 
should be physically maintained, and that the staff maintain their qualifications, 
such that the facility is capable of being operated. 
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U.S. Senate, 
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Washington, DC. 

The Committee met, pursuant to notice, at 10:02 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Murray, Wyden, Feingold, Nelson, 
Stabenow, Cardin, Sanders, Whitehouse, Warner, Merkley, Gregg, 
Sessions, Bunning, Crapo, Graham, and Alexander. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Denzel McGuire, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The Committee will come to order. 

I would like to welcome the Secretary of the Treasury, Tim 
Geithner, here this morning. Good to have him back before the 
Budget Committee. Today’s hearing will focus on the President’s 
budget and revenue proposals. I have described the President’s 
budget as a “good beginning.” The key priorities of the budget fo- 
cusing on reforming health care, excellence in education, and re- 
ducing our dependence on foreign energy I believe are the right pri- 
orities. I also think it is critically important to be cutting this def- 
icit dramatically over the first 5 years. We all understand we have 
inherited a very serious economic situation that requires an ex- 
traordinary response, and that means increased deficits and debt 
in the short term. But I think it is also critically important that 
we recognize over the longer term we are on an unsustainable 
course, and it is absolutely essential that we return to a more fis- 
cally prudent path in the future. 

I want to say what I have said before, that while I think the 
President’s budget is a good beginning, especially over the first 5 
years, I am very concerned about the second 5 years. I have said 
this directly to the President. I have said it to every representative 
of the President that has come to see me. I am very concerned 
about the second 5 years. 

We know that the President has been handed an extraordinary 
set of crises. 
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Is inheriting 

• Record deficits, doubling of national debt 

• Worst recession since Great Depression 

• Financial market and housing crises 

• 3.3 million jobs lost in last six months 

• Ongoing wars in Iraq and Afghanistan 


I have thought often what it must be like to be President of the 
United States at this time to face a housing crisis, a fiscal crisis, 
a banking crisis, on top of that an overall economic crisis, with the 
explosion of joblessness in this country, the worst conditions since 
the Great Depression, and in the midst of it all, two wars. 

The President’s budget includes, I believe, a number of key im- 
provements. 
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Obama Budget Has Key 
improvements Over Bush Budgets 

• More transparency, accounts for 
war costs 

• Better priorities - key investments 
in energy, education, health care 

• Cuts deficit in half 


I certainly salute his transparency, putting on the table things 
we know are going to be expenditures but in the past have been 
left out. I also very much agree with the fundamental priorities on 
education, energy, and health care, and cutting the deficit in half 
over the first 5 years. 
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On the issue of taxes, some critics of the President’s plan argue 
it represents a tax increase, and for some clearly it does. That is 
accurate. On an overall basis, I see something quite different, and 
I think CBO — and they will score this budget — will also conclude 
something quite different, because under the traditional scoring 
rules that we use around here, this budget represents over a $2 
trillion tax reduction. 

How do I get there? Well, this budget extends the 2001 and 2003 
tax cuts for everybody earning below $250,000 a year. That is a 
very significant tax reduction from what current law provides. 

No. 2, this budget extends the alternative minimum tax so that 
it does not affect 20 or 25 million taxpayers that would otherwise 
be affected. And that, too, is not contemplated under current law. 
That represents a very dramatic tax reduction. 

In the estate tax, the extension of the provisions at $3.5 million 
exemption, current law would take it back to $1 million. That rep- 
resents significant tax reduction. 

And I could go on and on, but I will not. My colleagues know 
what is in this budget. The President’s budget also contains the 
Making Work Pay tax cuts and other provisions for individuals and 
businesses. 

When you net it all out — and I include the provisions on climate 
change, because while that is not strictly considered a tax, nonethe- 
less it has the same effect economically. And so if you wrap that 
up as a tax increase and you net it all out, this budget has $2.2 
trillion of tax reduction, and I believe that will be the CBO scoring. 


President Obama Committed to 
Paying for Cost of Health Reform 

“We’ve also set aside in our budget a 
health care reserve fund to finance 
comprehensive reform. I know that 
more will be required, but this is a 
significant down payment that’s fully 
paid for, does not add one penny to 

-President Barack Obama 
Remarks at White House Health Summit 
March 5. 2009 


I would like to particularly commend the President for commit- 
ting to pay for the cost of health care reform. This is an area that 
gives many of us great pause, because we are already spending one 
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in every $6 in this economy in health care. We have had testimony 
before this Committee that as much as 30 percent of that is being 
wasted. When we have got a circumstance in which the UCLA 
Medical Center’s costs are 100 percent more than the costs of the 
Mayo Clinic health care system, we know there is room for dra- 
matic savings and still have quality health care outcomes, because 
the Mayo results are actually better than the UCLA results, even 
though they cost half as much. 

Now, we see that across the country. So some of us have real 
pause about the notion of putting substantially more money into 
the health care system when we have already got a bloated system. 

What I am most concerned about, as I said at the beginning, is 
the debt outlook for the Nation. 


OMB vs. Blue Chip Forecasts 
of the Unemployment Rate 


(percent) 



In the previous administration, we saw the debt more than dou- 
ble from $5.8 trillion to $12.7 trillion this year. I have never held 
the President, the previous President or this one, responsible for 
their first year; they are inheriting a situation. But when I look at 
this budget, I see the debt doubling again, and that gives me great 
concern. Again, based on testimony before this Committee, Demo- 
cratic witnesses, Republican witnesses, some of the finest economic 
minds in this country and, indeed, the world, coming before this 
Committee day after day after day warning us of the danger of a 
buildup of debt. And I believe it. I want to make very clear I be- 
lieve that build-up of debt fundamentally threatens the economic 
security of this country. I believe it in my bones. 

Now, maybe part of that is I am Danish. I find that Steny Hoyer 
over in the House — he is Danish, too — seems to have the same 
views. I looked at the Danish debt-to-GDP ratio and see it is the 
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lowest, so maybe I come by this honestly. Maybe it is genetic. But 
I must say I am concerned about it. Excuse me? 

Senator Gregg. Can you skate? 

Chairman Conrad. Oh, yes, I can skate. I’m a North Dakota boy. 

So I want to emphasize I feel it is critically important we do bet- 
ter in the second 5 years. We need to keep in mind what is at stake 
here. We are on, as a Nation, an unsustainable fiscal course. That 
is not the fault of this administration. It is not the fault of this ad- 
ministration. But we are inheriting a situation that we have to 
grapple with and we have to address. And as I say, I think the 
President has done a very commendable job in laying out the first 
5 years. I am much more concerned about the second 5 years. 

Now I will turn to Senator Gregg. One other thing I should men- 
tion, and that is, I also believe that the first TARP, as imperfect 
as it was — and I believe it was very imperfect. I believe had we not 
done the first TARP that we would have faced an economic col- 
lapse. Senator Gregg and I were in the room as the reports were 
delivered to us that night. We were there all night. We heard the 
reports of financial institutions going down all across Europe. We 
heard the reports very directly of major enterprises in America that 
were on the brink of going down. There is no question in my mind 
that if we had not done the first TARP, we would have faced an 
outright economic collapse. 

With that said, was it done as best as it could have been done? 
No. And, unfortunately, we are living with the results of that now, 
deep anger in our constituencies. And let me just say anybody that 
does not understand the anger of the American people is not pay- 
ing very close attention. 

Every day I get the letters that come to me from my constitu- 
ents, and the anger level is extraordinary. I have never — in the 22 
years I have been here, I have never seen such anger with the 
sense of betrayal that people in positions of responsibility took ad- 
vantage of them, and they, no fault of their own, now are getting 
stuck paying part of the bill. The outrage of people cannot be dis- 
missed. 

Senator Gregg. 

OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman, and let me pick up 
there, because I want to praise the Secretary. I recognize he has 
come in for a fair amount of constructive thought since he had be- 
come Secretary. But I want to praise his efforts and the commit- 
ment of this administration under the Secretary, as well as Larry 
Summers and Chairman Volcker, to try and stabilize the financial 
institutions of this country. It is very obvious that unless we sta- 
bilize the financial institutions of this country, we cannot recover. 
And as we recover, if we do not have a robust and functioning fi- 
nancial system, the recovery will be stunted. 

We all recognize that not everything you have tried has worked. 
Not everything that Secretary Paulson tried worked. But you are 
trying, and you are pulling the levers, along with Chairman 
Bernanke, to try to settle out the financial structure of this coun- 
try. And I have my specific disagreements with some of your initia- 
tives, and I have my specific agreements. 
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I agree with many who feel that we should have more aggres- 
sively and more actively focused on the underlying problem, which 
was real estate. And I still do not think we have done it ade- 
quately. But the fact is that the initiatives, such as TARP, TALF, 
and the mortgage initiatives, are putting some meat on the bone 
right now relative to how you are going to orchestrate getting the 
private sector to come in and take bad debt off the books of some 
of these institutions. I think on balance those initiatives have been 
more than constructive. I hope it is true that our most problematic 
financial institution has actually made money in the first 2 
monthsof calendar 2009 — I have not looked at the books, and I do 
not know how they have accounted for that. But if that is true, that 
is good news, and maybe we have begun to turn a corner, although 
there is still a tremendous way to go. So I want to thank the Sec- 
retary for his energy in this area. I do hope there are more specifics 
to come, however. 

Now, on the budget I cannot praise you, and, in fact, I pick up 
again where the Chairman left off, which is that this budget, as it 
is presently constructed, passes on to our children a Nation which 
they will not be able to afford and which will potentially drive this 
country into bankruptcy. 

I recognize the fact, because it is obvious, that in the short term 
there is a need for the Government to step in with huge amounts 
of money because the Government is the last source of liquidity 
and, therefore, the spending that is occurring in the short run is 
necessary. We do not want to do it, but we are going to have to. 
But some of it has been very unfocused and not all that construc- 
tive, such as the stimulus bill. 

But after 2 or 3 years, this budget should propose to get spend- 
ing under control, and it does not. It is proposing a public debt-to- 
GDP ratio of 67 percent for the next 10 years starting in 2013. Be- 
fore that, it is higher. It is proposing deficits of 3 to 4 percent post- 
2013 to the end of the budget period. It proposes expanding the 
size of the Government as a percentage of gross national product 
up to 23 percent from its historical average of about 20 percent. 

The practical implications of this are that we are essentially put- 
ting on our children’s backs a debt which they can never get out 
from underneath and a debt which involves a radical expansion of 
the size of the Federal Government as a percentage of our econ- 
omy. And as a result, I think we are putting at risk not only our 
children’s future; we are clearly putting at risk the value of the dol- 
lar and our ability to sell debt. Because if I am in the international 
marketplace and I am looking at this budget, I am saying to my- 
self, “Where is the discipline? Where is the containment?” There 
isn’t any. 

Why would I invest in the debt of this country? I know that in 
the out-years they have got a budget which has no fiscal discipline. 
And there are only two ways out of that. One is inflation, which 
is not acceptable. And the other is massive increases in the tax 
burden, which will significantly reduce the productivity of the econ- 
omy and as a result undermine the quality of life of everyone in 
this country. 

And so this is a budget which has fundamental flaws. The argu- 
ment that it cuts the deficit in half in 4 years is truly spurious, be- 
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cause when you take the deficit and quadruple it and then you cut 
it in half, that is like taking four steps back and two steps forward. 
You are not making any progress. You are still going backward. 

The argument that this budget does not have tax increases is, I 
think, an Alice in Wonderland view of the budget because of the 
baseline they use. The budget proposes raising the effective tax 
rate from 35 percent to 41, 42 percent. You are severely scaling 
back itemized deductions on things like mortgage interest and on 
charitable contributions. The small businesses of this country that 
are going to be hit with this tax increase. Those are the people who 
go out there and take the risk, create the jobs. Those are the people 
that that tax burden is going to fall on mostly. Sure, it will fall on 
the wealthy, but the large percentage of it is going to fall on people 
who run sole proprietorships, that little grocery store, the little res- 
taurant, the small software company. They are not going to be able 
to expand because their tax burden is going to eat up their expan- 
sion dollars. They are not going to be able to create jobs. 

And then you have got this carbon tax, which is represented as 
being $646 billion of new revenue. That is a huge amount of rev- 
enue, but it is a gross understatement. Every independent group 
that has looked at this — beginning with MIT, which is the most ob- 
jective, and CBO — has said that this carbon tax in its form as pro- 
posed represents a $300-billion-a-year increase in revenues. That is 
a massive sales tax, a national sales tax, on everybody’s electric 
bill, especially people from the Midwest and the Northeast. 

And what do you do with that revenue? You do not use it to re- 
duce the deficit. You use it to expand the size of Government. 

There is a representation that a part, 80 percent, of the first $64 
billion is going to go pay for the Make Work Pay tax credit, but 
the remaining 20 percent goes to raise the size of the Government. 
And then on top of that, you are going to get another $200 billion, 
potentially, and there is no representation that that is coming back 
to taxpayers. In fact, there is specific language which makes it 
pretty clear that that is going to be used as walking-around money 
for various constituencies who are interested in spending it. They 
may be worthwhile constituencies, but it is a heck of a tax burden 
to put on the American people, and it represents a massive expan- 
sion in the size of Government. 

I guess that is my big problem here. I join with the Chairman 
in being concerned about the effects of this budget on our children, 
because what this budget is passing on to our children is a debt 
that is not sustainable, a deficit that is not sustainable, and a Gov- 
ernment which has grown too fast, too far, and which is not sus- 
tainable. 

So I am going to be interested to hear your thoughts on that, Mr. 
Secretary. Thank you very much. 

Chairman Conrad. Welcome. You know, there is nothing quite 
like it, is there? But this is a debate that we owe the American peo- 
ple. 

Secretary Geithner. We do. 

Chairman Conrad. And you said it very clearly as you came in. 
This is a debate we need to have. So we are delighted that you are 
here, Mr. Secretary. We very much appreciate the extraordinary re- 
sponsibilities that are on your shoulders and the effort that you 
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have extended to address the multiple crises facing the country. 
Please proceed. 

STATEMENT OF HONORABLE TIMOTHY F. GEITHNER, 
SECRETARY, U.S. DEPARTMENT OF THE TREASURY 

Secretary Geithner. Thank you, Mr. Chairman — and Happy 
Birthday — Ranking Member Gregg, and members of the Com- 
mittee. It is a privilege to be here today. As I said coming in, this 
is an important debate to have. We need to do this openly and hon- 
estly for the American people, and I look forward to our conversa- 
tion. 

I just want to briefly summarize my written statement, and I 
look forward to having a chance to respond to the concerns you 
both raised in your opening statements. But let me just start with 
where we are today. 

We start, the administration just 7 weeks old, with an economy 
that has been in a recession for over a year, an intensifying hous- 
ing crisis, and a financial system under stress. Now, since the re- 
cession began 4.4 million Americans have lost their jobs; millions 
have lost or at risk of losing their homes, or are struggling to ob- 
tain loans to finance the purchase of a care, a house, or their kids’ 
education; businesses are finding it harder to get credit; the fourth 
quarter GDP numbers show our economy declining at the annual 
rate of 6.2 percent. What you are seeing here you are now seeing 
around the world, and that is being reflected in greater pressure 
on our financial system, again, both here and around the world. 

Now, the obligation we share is to make sure that our Govern- 
ment does as much as we can to get Americans back to work, to 
help stimulate private investment, and to help get credit flowing 
again. We have to move together to try to do this as rapidly and 
effectively as possible. 

Now, as this Committee knows, this crisis has helped cause a 
dramatic deterioration in our fiscal position. Again, we start this 
Congress and this administration with a $1.3 trillion budget deficit, 
the largest deficit as a share of GDP the Nation has faced since the 
end of the Second World War. These are extraordinary challenges, 
and these challenges require extraordinary actions. 

Now, in passing the Recovery and Reinvestment Act, the admin- 
istration and the Congress have put in place a very powerful mix 
of programs to help get Americans back to work and to support pri- 
vate investment. The combined effect of these investments and tax 
measures will be to save or create save or create between 3 and 
4 million jobs and to increase real GDP growth by 3.2 percentage 
points by the end of 2010 relative to what would have occurred in 
the absence of this package. 

Now, alongside the Recovery Act, the administration is moving 
to repair our financial system so that it can provide the credit nec- 
essary for businesses across the country to expand and for families 
to finance critical needs. 

The deepening recession is putting greater pressure on banks, 
and in response, many banks are pulling back on credit. And right 
now, as a result, critical parts of our financial system are damaged 
and are working against recover. This is a very dangerous dynamic, 
and to arrest it, we need to make sure our financial system has the 
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resources necessary to get credit to the economy, and we need to 
act to get the broader credit markets working again. 

Now, to address this financial crisis, we have launched a very 
powerful program to help jump-start lending to small businesses, 
student loan markets, consumer credit markets, auto finance mar- 
kets. This joint Treasury-Federal Reserve program goes around the 
banking system to try and get the securities markets working 
again. 

We have initiated a forward-looking assessment of the potential 
capital needs of our major financial institutions, and we have out- 
lined the very detailed terms of a capital assistance program that 
will provide a backstop for these institutions so that they can raise 
the capital necessary to support economic recovery. 

Now, alongside these initiatives, we will outline an innovative 
program that uses market mechanisms to help clean the legacy as- 
sets on bank balance sheets. This program will be designed to 
bring in private capital alongside Government financing to help re- 
start markets for these assets. 

Now, as we go through this process, as the President has said, 
we will bring the full force of the Federal Government to ensure 
that the major banks which Americans depend on have enough 
confidence and enough resources to lend even in more difficult 
times. And when these institutions require exceptional assistance, 
we will hold accountable those responsible, force the necessary ad- 
justments, provide the support to clean up their balance sheets, 
and assure the continuity of a strong, viable institution that can 
serve our people and our economy. 

All of these actions are necessary to lay the foundation for recov- 
ery, and the President’s budget builds on this foundation to set us 
on a path toward long-term growth and a path where we are again 
as a country living within our means. 

The first step in addressing these problems is to be honest about 
them, and the President’s budget honestly and transparently pre- 
sents the fiscal challenges facing the American people. We include, 
as you know, the cost of fixing the AMT each year; reimbursements 
for Medicare physicians; the likely future costs of foreign wars and 
natural disasters; and in an abundance of caution and realism, the 
potential need for additional financial crisis funding. 

We offer a 10-year rather than a 5-year budget presentation. The 
budget proposes to carefully but substantially address the most 
critical challenges facing our economy in health care, in energy, 
and in education — again, within a framework that puts us on a 
path to fiscal responsibility and fiscal sustainability. 

On the tax side, the budget rewards work, encourages savings, 
and promotes growth. Important provisions include the Making 
Work Pay tax credit for 95 percent of working Americans, the ex- 
pansion of the earned income tax credit, a zero capital gains tax 
provision for small businesses, and a permanent extension of the 
R&E tax credit. 

Now, receipts in the President’s budget average about 18.7 per- 
cent of GDP over the 10-year budget window, just slightly above 
the 40-year historic average, returning us to the same taxation 
rates that applied during the economic prosperity of the late 1990’s. 
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The budget addresses the tax gap by tackling tax shelters and 
other efforts that permit abuse of our tax laws. Over the next sev- 
eral months, the President will propose a very substantial package 
of legislative and enforcement measures to reduce tax avoidance. 

I want to emphasize again that we propose no new revenue in- 
creases in our budget — none — until we are safely into recovery in 
2011. And at that point, when the consensus of private forecasts 
projects significantly positive growth for the overall economy, the 
budget restores tax rates to the pre-2001 tax levels for families 
making more than a quarter of a million dollars. 

The soaring cost of health care is hurting families, businesses, 
and our long-term budget prospects. There is no path — there is no 
path to addressing our long-term entitlement challenges that does 
not require major health care reform. And our budget begins this 
process by reducing cost and inefficiencies, increasing quality and 
prevention, and moving toward affordable coverage for all. 

Just to cite one example — and there are many — the Hospital 
Quality Improvement Program proposes to pay for performance and 
reimburse hospitals for the quality of their care rather than merely 
for the quantity of the services they provide. Health care reform is 
a moral imperative, an economic imperative, and a fiscal impera- 
tive for our Nation. 

The budget makes a significant commitment to our energy secu- 
rity that will strengthen our economy, our environment, and our 
national security. Investments in renewable energy and energy effi- 
ciency will create new American jobs and industries and lead the 
way to a new green economy. 

And if we are truly committed to making our Nation both more 
prosperous and more just, we must recognize that it defies both our 
basic values and economic common sense to deny any child in 
America the quality education they need to compete in the global 
economy. And this budget calls for more resources for early child- 
hood education, new incentives for teacher performance, and a sig- 
nificant increase in the Pell grant, together with President 
Obama’s American Opportunity tax credit, which provides up to 
$10,000 of tax relief for a single student going to 4 years of college. 

Now, I want to emphasize this. Even with these critical long- 
term investments, the President’s budget keeps overall non-defense 
discretionary spending well below its long-term average as a share 
of the economy. I want to emphasize this point. Under the Presi- 
dent’s budget, non-defense discretionary spending would average 
3.6 percent of GDP over the next decade, and by the end of the 
budget window, we propose to bring it down to 3.1 percent of GDP, 
the lowest level since the 1960’s. Overall outlays return to histor- 
ical norms once you account for the interest costs associated with 
higher deficits and the impact of the baby-boom retirement on enti- 
tlement costs. 

So just let me say this again. Once you take out the interest 
costs associated with the inherited deficits and the cost of fixing 
this crisis, and you account for the costs of demographic change, 
aging of the baby-boom generation on entitlement costs, overall 
outlays return to historical norms. A critically important point. 

The President and I share a commitment to working with the 
Budget Committee to put our Nation back on a path to fiscal sus- 
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tainability once recovery has been firmly established, and we do 
this by making the tough choices to cut the deficit in half in 4 
years and reduce the deficit to a level where the overall debt is no 
longer growing as a share of the economy. If we do not do this, 
then you are absolutely right: Then we face the risk that Govern- 
ment borrowing will crowd out private borrowing in the future and 
weaken growth. 

Now, when I last served at the Treasury Department in the 
1990’s, fiscal responsibility helped create a virtuous circle of great- 
er confidence, strong private investment, very strong productivity 
growth, higher overall gains in income for all Americans, more 
broadly shared across the American economy. We are a strong and 
productive country. This is about our will, not about our ability. 
The great strength of America is that when confronted with ex- 
treme challenges, we come together and confront them and lay out 
a path forward. The American people want to see us do that to- 
gether. The world is watching us. They want to see us come to- 
gether and work to solve these problems and get the economy back 
on track. And I look forward to working with you in this endeavor, 
and I very much look forward to answering your questions. 

[The prepared statement of Secretary Geithner follows:] 
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Secretary Timothy F. Geithner 
Opening Statement 
Senate Budget Committee Hearing 
March 12, 2009 

Chairman Conrad, Ranking Member Gregg, and members of the Committee, thank you for 
providing me the opportunity to appear before you today to discuss the President’s Budget at this 
moment of economic crisis, but also of real possibility, for the United States. 

What I propose to do in the remarks that follow is to: 

• Describe the economic and financial challenges that greeted us upon our arrival in 
office, and discuss how we are addressing them; 

• Lay out the intermediate and long-term threats to our fiscal condition, and explain 
how the President’s Fiscal Year 2010 Budget will return the nation to a 
sustainable fiscal position; and 

• Explain how this Budget puts the nation on a path towards energy independence, 
better educational outcomes, and a reform of health care that both lowers costs 
and expands access. 

Current Economic and Financial Challenges 

The economy suffers from a severe lack of aggregate demand, both from families and businesses 
-aproblem that is driven by aslumpingjob market, where 4.4 million jobs have been lost in just 
over a year - the largest number as a fraction of total employment in more than a quarter century 
and the largest number in absolute terms in over a half century. This problem is made worse by a 
contraction of demand from many of our key trading partners. 

Businesses, facing or projecting fewer customers for their goods and services, are laying off 
workers or cutting back on their hours or wages, causing families to further reduce their demand 
and businesses to respond with more layoffs and cutbacks. 

This dynamic is made worse by a financial system that is unable to provide the credit necessary 
for recovery. You can see this across America as families find it difficult to get the financing 
they need to buy new houses and cars while businesses have trouble lining up the credit 
necessary to meet payroll. 

The contraction in credit is causing more job losses and further declines in business activity, 
which, in turn, is adding more pressure on the financial system. 
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Both our economic and financial problems are being compounded by problems in our housing 
market, where a record of nearly 2.5 million families faced foreclosure last year, undercutting 
overall home prices, shrinking Americans’ real estate wealth by $2.8 trillion from its peak, 
causing further reductions in demand, more layoffs and a greater credit squeeze that threatens 
another round of foreclosures. 

You can see the scale of the damage in the recent announcement that the Gross Domestic 
Product, the broadest measure of the nation’s output of goods and services, dropped at a 6.2% 
annual rate during the final quarter of last year. That was its worst performance in more than a 
quarter century, and the third worst in more than a half century. 

In addition to a deepening recession and financial troubles, the Obama Administration inherited 
the worst fiscal situation in modem American history, with a federal budget deficit of $ 1 .3 
trillion, equal to nearly 1 0% of GDP - the largest that the nation has faced since World War II - 
not counting the economic recovery or other legislation undertaken by the Obama 
Administration. 

And we begin our time in office after a long period in which our government was unwilling to 
make the long-term investments required to meet critical challenges in health care, energy and 
education. 

This is the reality that we face today. These are the challenges that shape both the American 
economy and the Administration's strategy. I want to outline for you today the President’s 
program for addressing these challenges. 

Let me start with our immediate response to the acute problems confronting the country. 

A Comprehensive Economic Recovery and Financial Stability Plan 

Economic Recovery Plan 

Immediately upon taking office, the President and the Administration worked with Congress to 
enact the American Recovery and Reinvestment Act, a package of targeted investments and tax 
cuts designed to get Americans back to work and get the economy growing again. 

Every agency of government is moving quickly to implement the recovery plan in order to 
reignite economic growth. We have introduced three of the plan’s major tax provisions - the 
Making Work Pay tax credits of $400 a year for individuals and $800 for working families; a 
first-time homebuyer credit that could get up to $8,000 into the pockets of those buying homes 
before December 1 , 2009; and a subsidy to ensure that unemployed Americans and their families 
can keep their health insurance. 

We estimate that the plan will save or create at least 3.5 million jobs over the next two years, and 
will boost GDP - over where it would have been had we not acted - by almost 1% this year and 
more than 3.2% next year. 
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Financial Stability Plan 
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But reviving economic activity is not enough because without a regular flow of credit to families 
and businesses, recovery will be impeded. Therefore, we have taken another critically important 
step. 

We have introduced a Financial Stability Plan to get our financial system operating so that it 
promotes recovery rather than prevents it, by supplying the necessary credit for Americans to 
once again buy homes, purchase cars, go to college and turn good ideas into flourishing firms. 

The stability plan will ensure that banks have the capital cushions they need to keep lending 
under currently troubled economic conditions and, as a precaution, under even worse conditions 
as well. It will help thaw our important, but now largely frozen, non-bank financial markets so 
they can go back to generating the credit that families and businesses must have. And it provides 
a method for the government to join with private investors to begin buying the mortgage-backed 
securities at the center of so many of the financial system’s problems, but whose resumed trading 
is so important to the stability of the system. 

Homeowner Affordability and Stability Plan 

Just as economic recovery requires financial stability, stabilizing our financial system requires us 
to improve conditions in our housing market. 

The Administration’s affordability plan will help all Americans buy and refinance their houses 
by encouraging low mortgage interest rates. In addition, it will offer to help 4 to 5 million 
homeowners to refinance. And it will help another 3 to 4 million homeowners who are at risk of 
foreclosure through no fault of their own to convert their unaffordable mortgages into affordable 
ones. 

These three plans form our immediate and integrated response to the nation’s economic and 
financial challenges. All three are carefully linked to our 2010 Budget. 

The Budget: A Plan for Fiscal Sustainability and Investments for Shared Prosperity 

The President’s Budget carries forward and expands upon our immediate response to the acute 
problems confronting America. 

It also marries these efforts to an honest plan for how to proceed after recovery has taken hold 
and the financial system has stabilized. It lays out how to achieve long-term deficit reduction by 
reversing the short-term increases that are now necessary to achieve recovery and stability - 
increases that will have to be substantially reduced in order to get the nation back into fiscal 
shape. And it provides a blueprint for the investments in health care, education and energy that 
are so critical to our long-term future. 
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Budget Honesty 

The President’s Budget begins by offering an honest assessment of the dimensions of the 
problems facing the country in the intermediate and long-term. 

The President’s Budget ends the practice of only recognizing the costs for overseas contingency 
operations - such as the wars in Iraq and Afghanistan - for as little as one year at a time and 
instead acknowledges that there is multi-year cost that must be reflected in the Budget. Although 
the budget includes estimated costs of these operations in the out-years to be fiscally 
conservative, these estimates do not reflect any specific policy decisions. Several strategy 
reviews are underway that will inform out-year costs, and it would be premature at this time to 
prejudge those reviews. 

It takes into account the possibility of a natural disaster such as Hurricane Katrina, instead of 
assuming that the country will be free of such disasters and the costs of helping Americans put 
their lives and communities back together. 

It ends the practice of assuming an increase in revenues from the Alternative Minimum Tax 
(AMT). The AMT has been “patched" year after year, but for the first time our Budget reflects 
the cost of doing so. 

It acknowledges that, as expensive as it already has been, our effort to stabilize the financial 
system might cost more. It establishes a placeholder to help ensure we can cover any additional 
financial stability costs. 

I should note here that the existence of the $250 billion placeholder for financial stability in the 
President’s Budget does not represent a specific request. Rather, as events warrant, the President 
will work with Congress to determine the appropriate size and shape of such efforts, and as more 
information becomes available the Administration will estimate potential cost. 

Finally, the President’s Budget gives a fuller view of the government’s finances by looking out 
ten years, rather than the five years which has been the practice with budgets in recent years. 

Reducing the Deficit to Return to Fiscal Sustainability 

We have set an ambitious, but economically crucial goal for bringing our deficits down 
dramatically once the recovery is firmly established and financial stability has returned. 

We project that the deficit for the current fiscal year, including the recovery and stability plans, 
will be $1 .75 trillion, or 12.3% of GDP. Of that. $1.3 trillion, or 9.2% of GDP, was already in 
place when we assumed office. 

The President is determined to cut this $1.3 trillion deficit by at least half in four years. The 
budget would bring the deficit down to $533 billion by fiscal year 2013. More importantly, it 
would reduce the deficit to about 3% of GDP. 

By bringing the deficit down to the range of 3% of GDP, we can keep our national debt - the 
aggregate total of our past deficits - from growing faster than the economy itself and keep the 
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size of our debt relative to the economy from rising towards the end of our ten year budget 
window. 

Failure to reduce deficits to this level would result in higher interest rates as government 
borrowing crowds out private investment, leading to slower growth and lower living standards 
for Americans. 

Key Revenue Provisions in the President 's Budget 

Our revenue provisions are designed to encourage growth and recovery, improve the fairness of 
the tax code and support the President’s critical priorities in a fiscally responsible manner. 

Our recovery plan reduces the overall tax burden on the American economy to help get the 
economy back on track. 

The President’s Budget takes up where the recovery plan leaves off, cutting taxes for 95% of 
working Americans by making permanent the Making Work Pay tax credit of up to $400 for 
individuals and $800 for families. The Budget provides additional tax relief by expanding the 
earned income tax credit for lower-income families and extending the American Opportunity 
Tax Credit that provides up to $2,500 toward higher education. All of these are in the recovery 
plan that Congress enacted last month, but only in temporary form. The Budget also expands the 
Saver’s Credit as part of the President’s commitment to help Americans rebuild their savings. 

The President’s Budget includes tax provisions to help small businesses. It recognizes that many 
small businesses are operated as sole proprietorships or through partnerships and other flow- 
through entities, and leaves the individual income tax rates at which these small businesses are 
taxed unchanged in 2009 and 2010. By extending the current rate structure for families earning 
less than $250,000 after 2010, it ensures that 97% of small businesses will receive additional tax 
relief at that time or see their rates remain unchanged. 

Moreover, the President’s Budget will provide small business owners with a new zero capita] 
gains rate on new investments in their businesses, which should help them plan for expansion 
and succession. 

In addition, the Budget will help provide more incentives for innovation and increase stability in 
the tax code by making the Research and Experimentation tax credit permanent. 

By 201 1, when the economy is projected to have recovered, it will be important for the nation to 
put in place policies that restore fiscal responsibility. For this reason, our Budget includes 
revenue changes that become effective at that time. Those making less than $250,000 will not 
see taxes increase. The marginal rates for the top 2% of income earners will return to where they 
were during the powerful economic expansion of the 1990s. 

The Budget also seeks to restore fairness to the tax code. For example, the Budget proposes to 
tax the compensation paid to hedge fund managers, private equity partners and others in the same 
way that we tax the wages paid to ordinary American workers. By closing this “carried interest” 
provision, the tax code will provide equal tax treatment for wages regardless of whether an 
individual works as a teacher or a hedge fund manager. 
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The Budget addresses the serious issue of the “tax gap,” the difference between what taxpayers 
legally owe and the amount that they pay. Building on the recently enacted proposals to increase 
infonnation reporting, the Budget includes a new proposal to require additional information 
reporting for rental property expense payments. We will make additional information reporting 
proposals when the full Budget is released. 

The Budget also seeks to close the “tax gap” by tackling tax shelters and other efforts to abuse 
oyr tax laws, including international tax evasion efforts. 

The Budget addresses the use of offshore structures and accounts by U.S. corporations and 
individuals to avoid and evade U.S. taxes. Over the next several months, the President will 
propose a series of legislative and enforcement measures to reduce such U.S. tax evasion and 
avoidance. 

Some proposals will focus on the rules in our tax code that put those who invest and create jobs 
in the United States at a disadvantage. We will propose rules to both reform U.S. corporations’ 
ability to defer foreign earnings and deter high income individuals and corporations from using 
tax havens to avoid taxation. 

Path to Prosperity: Investments in Health Care, Education and Energy 

The President’s Budget will put the nation back on a sustainable fiscal path that is so important 
for long-term growth. But the Budget is about much more than deficit reduction. In it, the 
President reverses our government’s long neglect of critical investments in health care, education 
and energy in order to improve the economy’s performance and lift the standard of living of this 
generation of Americans and of future generations. 

Investing in Health Care 

Without a plan to reform and bring down costs throughout our entire health care system, budget 
deficits will start climbing again as the costs of Medicare and Medicaid increase with rising 
overall health system costs. And we will not have taken a single step toward the time when every 
American - no matter their income - receives the quality, affordable health care they deserve. 

In recent years, most proposals for how the government should cope with its rising health care 
costs have centered on trying to hold the growth of Medicare and Medicaid costs below that of 
the overall system. But there is wide agreement among experts that this is not a long-term 
solution for containing health care spending. 

Any effort to slow the growth of Medicare’s and Medicaid’s costs requires slowing down the 
costs of the overall system and that, in turn, is helped by substantially expanding access to care. 
To do otherwise would result in economically distorting cost shifts, where those who are covered 
end up paying higher prices to pick up the medical tabs of those who are not. 

That’s why this President is committed to achieving a goal that has eluded presidents since 
Franklin Delano Roosevelt, which is to reform America’s health care system to make it less 
costly, more comprehensive and fairer. 
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We already have made a down-payment on this effort by including over $20 billion for health 
information technology, comparative effectiveness and prevention in our recovery plan and by 
extending and expanding the Children’s Health Insurance Program for eleven million children. 

The President’s Budget will greatly advance that effort by setting aside a reserve fund of more 
than $630 billion over ten years to help finance reforms. The fund will be financed on a roughly 
50:50 basis from new revenues from those Americans who can best afford this sacrifice and 
health system savings associated with, among other things, reducing drug prices by speeding 
access to affordable generics. 

Investing in Education 

Without the President’s new investments, we risk leaving a generation of workers unequipped to 
compete in the 21 s ' century’s global economy. In order to ensure that our workers are prepared to 
compete and that the economy can continue to grow, we must increase the number of Americans 
who have the opportunity and ability to earn a college degree. 

This is particularly important because of the projected slowdown in the growth of our labor force 
over the coming decades. And it is particularly important for those in our society - such as those 
from minority and lower-income families - who have traditionally had lower rates of college 
success. 

In this light, the higher education provisions in the President’s economic recovery plan are 
essential to our long-term economic strategy because during periods of economic stress, the 
students who are most likely to drop out or never attend college are those for whom cost is the 
biggest barrier. 

The President’s Budget includes substantial strides towards ensuring that a college education is 
affordable for all Americans. The American Opportunity Tax Credit will provide up to $2,500 a 
year of tax relief for a student going to college. The combination of the partially refundable 
nature of the credit and a sizeable increase in the maximum Pell Grant to $5,500 a year embodies 
the President’s commitment to ensuring young people at all income levels can obtain a college 
degree. 

At the same time, the President’s Budget ensures that more young adults will be ready for 
college by starting them on the right track in early childhood. 

The President’s commitment to quality early childhood education reflects the belief of experts 
ranging from child psychologists to the Minneapolis Federal Reserve and Nobel Prize-winning 
economist James Heckman that these programs are among the highest-paying investments not 
only for children, but for the economy as a whole. That is why the President’s Budget includes 
measures to help states improve their early education programs, along with funding to expand 
Head Start and double the number of children in Early Head Start. 

Investing in Reducing America 's Dependence on Foreign Oil 

Without the President’s new investments, the nation will remain dependent on uncertain supplies 
of foreign oil and carbon-intensive energy - a dependence that threatens our economy, our 
environment and our national security. 
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The President’s energy investments reflect our efforts to use broad-based market incentives to 
move us as efficiently and as quickly as possible towards a clean energy economy, while also 
providing relief to those who may bear a temporary increase in expenses during that transition, 

The recovery plan includes $65 billion in investments in clean energy technologies for programs 
like creating a smart electricity grid, improving energy efficiency, and investing in green jobs. 

As the President has made clear, we will work with Congress to develop an economy-wide 
emissions reduction program to bring emissions down approximately 14% from 2005 levels by 
2020 and approximately 83% from 2005 levels by 2050. This program should include a 100% 
auction of emissions allowances - ensuring that the biggest polluters don’t profit on the basis of 
past pollution - and should use a cap-and-trade system that has worked effectively in the past as 
a mechanism to combat acid rain. 

The funds raised through this auction could be used to invest an additional $15 billion a year in 
clean energy technologies. It would also go towards covering the cost of making the Making 
Work Pay tax credit permanent, providing 95% of American families with tax relief. If there are 
any additional revenues, those could go back to the American people, with a focus on 
compensating vulnerable communities, businesses and families. 

The government will set the example by, among other things, retrofitting its buildings in order to 
improve their overall efficiency and save taxpayers billions of dollars. 

In all of the President’s Budget proposals, as in our recovery, stability and affordability plans, we 
will make good on the imperatives set by the President to operate in the bright light of day so 
that taxpayers can know how their money is being spent and can hold us accountable. 

The problems that confront this nation are daunting. But we are a strong and resourceful country. 
Faced with great challenges in the past, we have shown the will to overcome adversity and carve 
a path back to prosperity. We will do so again. 

A budget is about more than columns of numbers and trend lines across a page. This Budget 
embodies our values, our aspirations, and our will to overcome the current crisis and usher in a 
new prosperity. 

1 look forward to working closely with you in this great endeavor. 
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Chairman Conrad. Thank you, Mr. Secretary, and thank you for 
that excellent opening statement. And, again, I want to recognize 
the extraordinary responsibility that is on your shoulders and what 
I am sure is an extraordinary workload, and we appreciate very 
much your coming before this Committee for what is a very impor- 
tant conversation about the document that is going to be the blue- 
print for our country going forward and what should that blueprint 
reflect. 

One thing I wanted to put up is, looking at credit markets, the 
most encouraging thing that I have seen — this is something we 
monitor very closely in our office — is the TED spread, the dif- 
ference between the London Interbank Offered Rate and the Treas- 
ury borrowing rate. And what we saw last fall was truly stunning 
and of deep concern, because the TED spread spiked very dramati- 
cally at nine times its typical difference. Nine times its typical dif- 
ference. That told us that banks’ perception of borrowing from one 
another had gone off the charts. And we have now seen a very dra- 
matic improvement in the TED spread. 

By the way, this difference in the TED spread had led me to be- 
lieve a year ago in December that we might be headed for trouble, 
because we saw a spike then in this critical rate. 

If we look at commercial paper spreads, we see the same thing, 
a very dramatic improvement — very dramatic improvement in the 
commercial spreads. In fact, if I had a chart showing that, it would 
very closely mirror this chart. Commercial spreads have come way 
down. 

With that said, we still have this issue of the toxic assets rico- 
cheting around the global financial system, continuing to put at 
risk institutions and continuing to lock up credit markets. I had a 
very distinguished businessman call me, had a $12 million credit 
line, never late on a payment, never missed a payment, and his 
credit line was pulled — not because of anything wrong with his 
business, but because the bank’s own balance sheets were so im- 
paired that the regulator insisted they start to pull back on some 
of their lending. 

So what can you tell us, first of all, with respect to this measure 
that I have closely watched for a long period of time? And I find 
very encouraging that it has almost returned to normal. It is still 
not normal, but dramatically improved from where it was. How im- 
portant do you take that to be, as well as the commercial market 
spread’s improvement? And what can you tell us about the toxic as- 
sets and the plan to deal with that? 

Secretary Geithner. Thank you. Let me just start by saying you 
are both absolutely right that recovery depends on getting credit 
flowing again, and without very forceful action to make sure banks 
have the ability to lend, even in a deeper recession, and without 
continued action to get these credit markets working again, then 
recovery will be undermined and the effect of the very powerful Re- 
covery and Reinvestment Act will be not as powerful as it needs 
to be in this context. 

Now, you are right that those measures of risk in some sense 
have come down dramatically. The one other thing I would cite in 
this context is that if you look at what has happened to mortgage 



782 


interest rates, they have also come down dramatically. And that is, 
of course, critically important to families across the country. 

Now, it is going to take more, though. We have not seen enough 
progress. And you have heard from your constituents across the 
country that businesses, good businesses, viable businesses, are 
seeing lines cut and withdrawn, and it is for exactly the reason you 
said. 

One qualifying point, though, before I come to the toxic asset 
thing. It is important to recognize that our financial system — you 
know, we have 9,000 banks in the country. We have thousands of 
community banks. The vast majority of these institutions were not 
part of the problem, and they are going to be an important part of 
the solution. And you are seeing the strong, well-managed institu- 
tions expand, as they should in this context. And it is important 
that we not tar the system with the basic broad brush we are see- 
ing expressed in much of the commentary in this context. 

Now, you are absolutely right that the basic dynamic at work 
here is that many institutions made a lot of bad loans. Those loans 
are still on their books. They cannot sell those loans because the 
markets are not working, there is no financing available. 

One example that is helpful to use is if you had to sell your home 
tomorrow in a market where nobody could get a mortgage, the 
price you would get for your home would be far, far below what you 
would normally expect to get in a growing economy where financ- 
ing is available. And that is part of what is causing this system to 
be so defensive and pull back. 

Now, markets look forward, and part of the uncertainty you are 
seeing in markets is the markets are looking ahead to the scale of 
potential losses on those bad loans that might occur in a deeper re- 
cession. And that is in some sense forcing behavior by some banks 
that is making them defensive and pulling back. And to arrest this, 
we have to do two things: 

We have to make sure that we provide a more careful, trans- 
parent, realistic assessment of the potential losses banks may face 
if we go into a deeper recession. When you look under the hood a 
little more carefully, which we are doing, we need to make sure 
there is capital available to them for those that need it, and some 
will need more capital. The Government has to provide a backstop 
in that context. And we need to provide a mechanism to help them 
sell these bad assets, get them off their books, clean up their insti- 
tutions. That will put them in a position where it is going to be 
easier for them to raise private capital and replace the Govern- 
ment’s investments with private capital as soon as possible. 

So the mechanism we are going to use is to provide Government 
financing alongside private capital that will make is easy for banks 
to get rid of and unload these assets. And, again, that will make 
it easier for them to present a cleaner, stronger institution and 
bring private capital into their institutions going forward. And this 
is something — because this crisis is so different from past crises, it 
requires different approaches, and to solve it we are going to have 
to work with the market, because we do not want the taxpayer and 
the Government taking all those risks on the Government’s balance 
sheet and leaving the Government with huge, incalculable losses, 
risks we cannot manage effectively, so we need to find a way to 
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work with the market to help solve that problem. That is what our 
plan is designed to do. 

Chairman Conrad. All right. We are going to have 6-minute 
rounds, given the level of interest here today. I think that is the 
only fair way to do it, and I will impose that limit on myself. 

Senator Gregg. 

Senator Gregg. Thank you, Mr. Chairman. 

Let me just respond quickly to your opening statement. I want 
to just make a statement relative to what you said about your 
budget, because I really have fundamental disagreements with the 
way you characterized it. You said essentially that you are control- 
ling spending. Well, you are not. 

Can you put up the spending chart? 

When we get into your budget in the out-years, spending as a 
percentage of gross domestic product is at 23 percent. Now, you 
argue that you control discretionary spending. You say you main- 
tain it at 3.1 percent or 3.2 percent of the total budget, or whatever 
your calculation was, which is less than the historical number. 

Well, maybe you do, but if you do it, it is primarily because you 
are moving things from discretionary spending over to entitlement 
spending. You are taking the Pell grants and moving $100 billion 
off the discretionary accounts into the entitlement accounts. 

And then you said, well, and we really do manage the spending 
except for the fact that we do not address the issue of entitlements 
being impacted by the retirement of the baby-boom generation. 
Well if you do not address that issue, you are not addressing the 
spending of the United States. I mean, that is at the core of our 
spending problems. And so — I will give you a chance in a second. 
I want to make this point. You cannot claim that you are being dis- 
ciplined if you leave off the table the most significant item that has 
to be addressed. 

Now, maybe your argument is, well, we are going to address 
health care and, therefore, we are going to address the entitlement 
issues. Well, how do you address health care? Health care today 
takes 17 percent of the gross domestic product. You are suggesting 
that it be increased as a percentage of gross domestic product. You 
are adding another $664 billion in your budget, which you say is 
a downpayment on the entitlement accounts relative to health care, 
which is probably a downpayment that is only about half of what 
you think you really need. It is probably closer to $1 trillion, $1.2 
trillion. 

So you are exploding the size of health care spending on top of 
health care spending which already exceeds any other industri- 
alized country in the world by about 5 percent of GDP. So there 
is no discipline there. In fact, there is a massive expansion of the 
Government. 

And in the area of revenues, you are claiming, well, we are going 
to go back to the 1990 revenue levels. We are going to get to 18.2 
percent of gross domestic product. Well, that gives you a structural 
deficit of 5 percent of GDP. If you are at 23 percent of GDP for 
spending, and you only get your revenues up to 18.2 percentof 
GDP, you have got a structural deficit of 5 percent of GDP. 

Why are you going to back to the 1990’s? Why don’t you go back 
to the Bush years when revenues were up to 18.9 percent of GDP? 
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Why were they at 18.9 percent of GDP? Because we had a tax pol- 
icy structure in this country which encouraged productivity and al- 
lowed people to take risk capital and make money on it and thus 
create jobs and thus create revenues for the Federal Government. 
What are you doing? You are clubbing — clubbing — risk capital. You 
are taking and creating a 30-percent tax increase on capital gains. 
You are saying to the people who are small business people, we are 
going to increase your taxes from a 35-percent to a 42-percent ef- 
fective rate. And then you are claiming, oh, we are going to have 
to be more productive. Of course, we are not going to be more pro- 
ductive. That is why you cannot get your tax revenues up because 
you are basically saying to the productive side of the ledger we are 
not going to allow you to be productive. 

Secretary Geithner. Senator, could we go through these 

Senator Gregg. Just as second. I have got one more point here 
before we go through them. I am going to run out of my time. 

You say the markets look forward. The markets are looking for- 
ward. They are looking forward and saying, Why would we invest 
in the United States when we are going to see a massive expansion 
of the Government that will burden this country in a way that it 
cannot afford? It creates a doubling of the national debt in 5 years 
and a tripling of the national debt in 10 years. Why would we in- 
vest in a country where the debt is going to be unsustainable, 
where the deficits are unsustainable, and where they are basically 
saying if you are a productive individual, a small businessman who 
wants to take a risk, we are going to penalize you, we are going 
to go out and club you with a massive new income tax. And then 
when you try to sell your little small business, you know, the little 
restaurant that you wanted to sell to the big restaurant chain, we 
are going to hit you with a 30-percent increase on your capital 
gains rate. Hit you twice, you know? 

I do not see how your budget does anything other than put us 
in a position where we get a Nation that our children cannot afford 
and that is not productive. 

Secretary Geithner. Senator, can I respond now? 

Senator Gregg. Of course. 

Secretary Geithner. Could we go back to that first chart? 

Senator Gregg. Yes. Go back to the spending chart. 

Secretary Geithner. This is a very important thing to go 
through. A significant part of the resulting level of spending to 
GDP I just want to say is interest cost based on the essential result 
of the inherited deficits and the cost of fixing this crisis. 

Now, you are right that part of that increase is the effect of the 
aging population and rising health care costs on entitlement spend- 
ing. 

Now, as you know, the President brought the leadership of the 
Congress together 

Senator Gregg. May I just 

Secretary Geithner. Part of it 

Senator Gregg. Doesn’t that require you to take action which re- 
duces interest costs in the out-years? 

Secretary Geithner. Absolutely. And what the budget does 

Senator Gregg. But you are creating a deficit 
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Secretary Geithner. And, again — no, what the budget does is 
propose to bring the deficit down to 3 percentage points of GDP 5 
years out, and to keep it in that range over the next 5 years. And 
what that means is the debt-to-GDP ratio will stabilize, and that 
ultimately is a test of sustainability. 

Now, you are right if we 

Senator Gregg. No, a debt level of 67 percent of GDP is not sus- 
tainable. 

Secretary Geithner. No 

Senator Gregg. And if you look at the last 20 years, deficits ran 
at about 2 percent of GDP. 

Secretary Geithner. No, but the judgment of sustainability of all 
economists across the spectrum is what level of deficit stabilizes 
the debt-to-GDP ratio at reasonable levels. And 3 percent is rough- 
ly the band which achieves that, and that is the test of what the 
economy can bear. 

Now, you are absolutely right. This is a proposal for his this Na- 
tion could be fiscally responsible and live within our means. It is 
a proposal. It requires Congress to come together and agree to 
make these tough choices. 

Now, you are absolutely right that we then need to bring down 
entitlement costs, but as you acknowledge and your colleagues 
have acknowledged, the only way to do that and the necessary con- 
dition for doing that is to reduce the growth of health care spend- 
ing. 

Now, you have said several times this is a dramatic expansion 
in the size of the Government relative to the economy. Now, again, 
if you take out interest costs and you take out the modest increase 
forced by the aging of the baby boomers, this is a change in prior- 
ities for the country, but it is not a significant growth in the overall 
size of the Government to GDP. And, again, the critical test for 
long-term growth is: Is that deficit going to be brought down and 
held at a level where the debt burden is manageable and stable? 

Now, that is something that we cannot do alone as an adminis- 
tration. It requires Congress, both sides of the aisle coming to- 
gether and saying, yes, we are willing to commit to that path of re- 
sponsibility. So we have to start with that path, and it has to come 
with meaningful reductions in non-defense discretionary spending. 

Now, you are right that that is not going to be sufficient, but it 
is the necessary of it, and this is a very ambitious, fiscally respon- 
sible deficit. 

One last very quick point. You said several times in your opening 
statement that the tax increases that this budget proposes on the 
most affluent Americans, it will come only after recovery is estab- 
lished — not this year, not next year, only beginning in 2001, when 
private economists all believe recovery will be in place. Those in- 
creases in taxes, again, restore us to the level that prevailed in 
2001, and they will affect only 2 to 3 percent of small business 
owners across the country. Only 2 to 3 percent. 

Now, you can look at independent assessments of that, and we 
can debate that impact. Those are not our estimates. Those are es- 
timates of independent economists. 
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Now, to say that this budget proposes to substantially increase 
the tax burden on any meaningful fraction of small business in the 
country is just not a fair representation. 

Now, we will have different priorities, different judgments about 
what is going to get the economy growing again, but there are very 
few economists who would not agree that addressing the growth in 
health care costs, improving educational outcomes, improving our 
infrastructure, and moving us to a cleaner energy economy are not 
absolutely necessary conditions for improving the long-term growth 
potential of this economy. 

Senator Gregg. And reducing debt and deficit to a sustainability 
level is at the core of accomplishing that. 

Secretary Geithner. Absolutely at the core. I completely agree. 

Senator Gregg. Which is not accomplished under this budget. 

Secretary Geithner. But, Senator, if your proposal is we should 
try to go lower in terms of deficits to GDP in the out-years, lower 
than 3 percent of GDP, then we would be happy to work with the 
Congress on how to achieve that. And that is the reason 

Senator Gregg. Start with entitlements. 

Secretary Geithner. But that is the reasonable proposition. But 
3 percent of GDP is a fiscally sustainable deficit path. The hard 
thing is to achieve it, not to propose it. The hard thing is to achieve 
it, and, again, what this budget does is it outlines very concrete, 
very specific ways for doing that, and that is why you are seeing 
so much concern raised about some of the specific provisions. A test 
of credibility is are we proposing things that are going to be hard, 
and these will be hard things to do, and they require the Congress 
to come together to act. 

Chairman Conrad. Senator Nelson. 

Senator Nelson. Thank you, Mr. Chairman. 

Mr. Secretary, the Chairman gave an example that has hap- 
pened to a lot of us. He gave an example of a constituent that had 
a $12 million loan, never missed a payment, had perfect credit 
throughout his life, and suddenly the bank is calling the loan. Now, 
this is happening to every one of us. 

You made a statement that it was the regulators that are coming 
in there and requiring 

Secretary Geithner. That was the Chairman’s statement, but I 
would like to address that. 

Senator Nelson. OK. Then my question to you, and, please, we 
are all interested in this: What do you do to control the regulators 
so that they are not working at cross purposes with what we are 
trying to do to restore the economy? And the regulators, I assume, 
work for the Treasury Department. 

Secretary Geithner. Well, as you know, we have a rather com- 
plicated supervisory structure. We have something like 64 bank 
regulators across the country. But your point is absolutely right. 
We need to make sure that strong banks are lending to strong, via- 
ble companies. 

Now, it is very important to step back and recognize that, you 
know, we had a huge, unsustainable growth in borrowing across 
our country, and we are living with the consequences of gravity 
being restored. And that means that demand for credit will fall, 
necessarily. But what we have to make sure of is that you do not 
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have the supply of credit constricted and, therefore, pushing busi- 
nesses to the point where they cannot meet payroll, cannot make 
the investments, are at greater risk of failure. And everyone we are 
doing in the financial system is designed to arrest that dynamic 
and, again, make sure that you have enough credit for viable busi- 
nesses to do what they need to do. 

Now, the regulators face a very difficult balance, and it is very 
important that the supervisors across the country are not making 
it harder, again, for strong banks to lend to viable businesses. And 
I know that my colleagues and counterparts at the national level 
responsible for bank supervision are trying to be as careful as they 
can in sending out that guidance. They issued a statement together 
back in the fall. We have been encouraging them to stay on it, to 
be very careful that they are sending a balanced message, and I 
agree with you completely that is an important part of a way to 
get small business lending to the point where it is supporting re- 
covery. 

Senator Nelson. So does that mean that the regulators are going 
to start being more realistic about the poor guy who has never 
missed a payment and they are not going to require the bank to 
call the loan on him? 

Secretary Geithner. Again, you are absolutely right, you want 
to make that the supervisors are not making this thing harder 
than it already is. 

Senator Nelson. Well, they have been in my State, and I assume 
in the Chairman’s State. 

Secretary Geithner. Well, I know there is as lot of concern about 
this, and, again, I think that we have tried to make it clear to the 
supervisors that they need to send a more careful, clear, consistent 
message across the country so that we are not amplifying those 
challenges. 

Senator Nelson. Well, I do not know how you do what you do, 
and you do not have a lot of your subordinates in place. But I 
would think that that would be a very important message for you 
to get out to all of these supervisors, that we ought to all be in the 
harness pulling in the same direction. And they are pulling in the 
opposite direction right now. 

Now, let me tell you one thing that is a problem in your proposed 
mortgage relief for my State. You only allow mortgage relief for a 
mortgagee if their mortgage is only up to 105 percent of value. 
That is not the case in Florida. The real estate market has dropped 
like a rock, and, therefore, a person’s home is worth a lot less than 
a mortgage being underwater that much. 

So what can we do for places like Florida and Nevada and Cali- 
fornia — and, of course, I have in one part of my State the highest 
mortgage foreclosure rate in the country, and we want to help 
them. But your regulations are not going to help them. 

Secretary Geithner. Senator, thank you for raising that. It is 
very important to start by recognizing that what is happening in 
housing requires recovery. To arrest it, it really does require that 
we reduce the risk that unemployment rises more than it has al- 
ready likely to rise, and that we get the credit markets and mort- 
gage markets working again. Those are necessary conditions. They 
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are not sufficient, but the President’s plan does three very impor- 
tant things. 

One, it is designed to help get mortgage interest rates lower, and 
even since the announcement, those rates have come down signifi- 
cantly further. That benefits all Americans who own a home, would 
like to own home, or need to borrow to refinance. 

The second thing is to make it easier for Americans to refinance 
to take advantage of lower interest rates, even if the loan-to-value 
ratio of their house has gone up beyond the normal 80-percent 
threshold that the GSEs can finance. And what you are referring 
to specifically is this refinancing program, and you are right that 
that program is only open to people who have loan-to-value ratios 
between 80 and 105. 

But the third piece of the President’s program would provide 
strong incentives to reduce mortgage payments through principal 
and interest reductions for a set of Americans that could poten- 
tially have much higher loan-to-value ratios in their house. And 
that third part of the program is the first time we brought the en- 
tire arms of the Government together — the GSEs, the FHA, the 
FDIC, the bank regulators — and we issued just last week, I think 
last week, a set of standard modification provisions that will help 
provide substantial payments relief to millions of Americans, even 
with Americans whose loan-to-value ratios are above 105. 

Of course, you want to make sure that is going to produce a via- 
ble, economically affordable mortgage payment, and it will not ben- 
efit many Americans who really borrowed way, way beyond their 
means. 

And just let me end with this. Of course, you know, the tragic 
thing about financial crises is they cause damage not just to those 
who were irresponsible, but to those who were very careful and 
prudent in their financial decisions, and through no fault of their 
own are left facing the prospect of diminished access to credit, 
lower home values. And that is why in a case like this, there is 
such a powerful imperative for the Government to act forcefully. 

I hope that was responsive, but the core part of this more afford- 
able payment scheme will reach a broader class of Americans — not 
all Americans but a broader class of Americans — than the refi- 
nancing program. 

Chairman Conrad. I thank the Senator. 

Senator Sessions? 

Senator Sessions. Thank you, Mr. Chairman. And, Mr. Sec- 
retary, I appreciate your work. You have got a lot of challenges and 
a lot of difficult problems to deal with. 

I would just say to you, in my opinion, your statement today is 
a disappointment. I do not think it is an honest and responsible ap- 
praisal of the condition that we are facing today. And I do believe 
that as Secretary of the Treasury, with the kind of power that you 
have, you need to get out of the campaign mode. I know you have 
responsibilities to the administration, but this sounds a lot like 
David Axelrod to me rather than a fundamental appraisal. So we 
need to work together to come up with a better assessment. 

I think you should listen to Senator Gregg. What he is saying is 
that we are not going to accept numbers that we do not think are 
responsible. We are going to have to deal with the reality. I think 
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Wall Street is expecting that, and they are not confident that they 
have got it yet. 

This budget at its base is more taxes, more spending, and more 
debt. I do not think anybody can debate that. And you cannot have, 
as Senator Gregg suggested, an 18-percent GDP revenue base 
while we are looking at a 23-percent spending rate. That is the 
problem that faces us. 

Could I ask you one thing? But first I want to say to my distin- 
guished Chairman and Ranking Member, I know that you were in 
meetings, and you were told that this TARP had to pass so we 
could buy toxic assets. My question is: Who told you that? And was 
the economy in total collapse, facing total collapse? You were not, 
I do not think — you may have been in that room. You were cer- 
tainly with Mr. Paulson. But Mr. Paulson told us he was going to 
buy toxic assets with it. A week later, he was buying stock in 
banks. So from the beginning, they don’t have any credibility with 
me. I have doubts about it. 

With regard to that particular item, Mr. Secretary, I am hearing 
that some Main Street banks that are participating in the TARP 
program — I am talking about Main Street banks, not the Wall 
Street crowd, where you are from — that they were forced to the 
table, strongly encouraged to participate in the first phase of this 
Capital Purchase Program. It was sold to them as one thing, and 
then the rules changed. But many of these Main Street banks 
would like to pay back their TARP money to the Government and 
terminate their relationship with the Government. This would 
seem to me to be a good goal for the country and the taxpayers and 
would be a signal of some progress. 

However, I understand you are proposing a second injection of 
capital from the Federal Government into these banks, and I think 
many of them do not want it. 

My question is: What is the Government’s objective in conducting 
the stress test that the Government is currently conducting on the 
banks? What is the ultimate goal? And what if some of these more 
well-managed Main Street banks want to pay back their Phase I 
capital and get out from under the Federal Government? What is 
the position there? 

Secretary Geithner. Senator. 

Secretary Geithner. Senator, thank you. Can I just start with 
one point? I have been in public service my entire professional life, 
never worked on Wall Street, never worked for a financial institu- 
tion. I worked 

Senator Sessions. Well, you supervised Wall Street, sort of, at 
the Federal Reserve. 

Secretary Geithner. You are absolutely right, as part of my re- 
sponsibilities, I have worked in 

Senator Sessions. That is the culture that you were part of, but 
I accept your response. 

Secretary Geithner. My obligation to the American people is to 
protect the financial security of this country and to protect our fi- 
nancial system, not because we are here to do anything for banks. 
I would not give a penny to help a bank. The only thing we are 
doing is we are trying to make sure that credit is available on a 
scale and terms necessary for recovery to come back. And there is 
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no way we are going to get recovery in the speed and force we need 
unless we do a better job of achieving that outcome. 

Now, you are absolutely right, and nothing would make me 
happier to see strong banks repay the Government the capital they 
took, and we would love to see banks go out there and replace that 
capital with capital from the private sector, repay us, and allow us 
to use that for where it can be targeted next. 

One thing I really want to say, you know 

Senator Sessions. Is there hesitation, is there any reluctance 
whatsoever 

Secretary Geithner. No reluctance 

Senator Sessions [continuing]. On the part of Treasury to have 
that happen? 

Secretary Geithner. Again, as long as they replace that with pri- 
vate capital so that they are, again, able to provide lending to the 
economy, then that would 

Senator Sessions. What do you mean as long as they replace it 
with private capital? What if their stress test report indicates they 
do not need more private capital? 

Secretary Geithner. Well, then they are in a good position 

Senator Sessions. And they are willing to pay you back. 

Secretary Geithner. Then they are going to be in a good position 
to repay the Government and replace that capital. So to the extent 
that happens, that will be a good thing. Now 

Senator Sessions. Wait a minute. If they do not replace that cap- 
ital, are you then going to tell them no, they cannot give back the 
money to the Government and get out from under your boot? 

Secretary Geithner. Well, Senator, I just want to say one thing. 
I was not Secretary of the Treasury until about 6 weeks ago. 

Senator Sessions. I understand that. You are right. 

Secretary Geithner. And although I support many of the actions 
that were taken by the Congress over that period of time. And you 
are absolutely right, Mr. Chairman and the Ranking Member, that 
what was done back then was a necessary thing to stabilize our 
system. But I was not Secretary of the Treasury then. 

Now, my job now is to make sure that, where it is necessary for 
banks to have additional assistance so they can do what they need 
for recovery, we do so on conditions that are going to make sure 
there is more credit available and that they emerge from this 
stronger. That is my basic responsibility. 

And I want to say, just to — can I come back on the stress test 
thing, or do you want me to come back later, Mr. Chairman? 

Chairman Conrad. Well, the Senator’s time has expired. If you 
have just some 

Senator Sessions. But the question was ongoing. I do not 
think 

Chairman Conrad. Wait a minute, Senator. Senator, your time 
has expired. 

If you have some final point that you wanted to make in re- 
sponse, we can do that. 

Secretary Geithner. Just very quickly. We are doing what I 
think any American would understand, which is that we want to 
make sure that we understand and the world can see how strong 
these institutions are and where some may need an additional buff- 
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er of capital to get through this challenging economic environment. 
To do that, you have to look carefully under the hood and bring a 
more consistent, realistic, forward-looking assessment of what po- 
tential losses may occur across the system. That is a necessary, 
completely sensible, reasonable thing for the Government to try to 
do, and it is in the interest of these institutions, because right now 
they are living with a cloud of uncertainty which is causing them 
to be more defensive and withhold lending. And we need to arrest 
that basic dynamic. 

But I hope and expect — and I believe it will be possible — that 
many banks will be able to repay the Government the capital they 
initially took. 

Chairman Conrad. Let me just stay this to my colleagues. We 
are not going to make it at this rate because people are going over 
their times, and I mean not just a little bit over. 

Senator Sessions. I was just 1 minute. 

Chairman Conrad. Yes, I know, it is 1 minute here and 2 min- 
utes there, and pretty soon we are not going to make 

Senator Gregg. Is that like trillions? 

Chairman Conrad. Yes, it is sort of like that. I just ask all of 
our colleagues, and I would ask the Secretary — you have a full 
right to respond. I want to absolutely give you every chance to re- 
spond here. And to colleagues, please respect our other colleagues. 

We have next in order on our side Stabenow, Cardin, Sanders, 
Murray, Warner, and Whitehouse. On the other side, Senator 
Bunning will be next, Senator Crapo, Senator Graham, Senator Al- 
exander. 

Senator Stabenow? 

Senator Stabenow. Thank you, Mr. Chairman, and welcome, Mr. 
Secretary. This discussion or debate going on reminds me very 
much of the debate we have had for the last 8 years, the ninth year 
of my being in the Senate and on the Committee. And with all due 
respect, say I welcome an administration and a Secretary of the 
Treasury that is putting forward an honest budget that shows all 
of our debt, does not pretend that the war does not cost anything, 
and is including all of the challenges that we have. 

I remember when our previous Vice President said that deficits 
don’t matter, and, in fact, we all know that they do. But to me this 
is very much about the old solutions that were in place, that were 
tried with a different administration, a different majority, and try- 
ing to do something new, having a different view, a different set 
of values and priorities. 

And so I want to just start out by commending you for having 
a budget that is a net tax cut for the middle class of this country, 
for putting together the true costs and issues that deal with eco- 
nomic competitiveness for businesses and families. When someone 
sits around a kitchen table, they do not compartmentalize their 
health care bill, the cost of sending the kids to college, and what 
is happening when they are trying to pay for gas or their energy 
costs. It is all part of their budget. It is all part of the challenges. 
And, unfortunately, you find yourself where you have inherited a 
terrific mess, economic mess, and inaction on all of these issues. 
And so I commend you for pulling this all together, which is very, 
very tough to do. 
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I also want to indicate that we have said for years that we have 
to invest on the front end to get savings, and it is always hard. It 
is hard to do prevention even though it saves money. It is hard to 
do up-front costs like health information technology even though 
you know it saves, creates quality, saves on costs. It is hard to deal 
with issues around energy on the front end. But I want to thank 
you for that as well, because this budget really does reflect being 
responsible about how we get where we want to go to save dollars. 

I want to ask you a question, though, related to up-front costs. 
You have in here in the overall budget a National Infrastructure 
Bank, which I commend you for, to deal with long-term infrastruc- 
ture investments. And also there are dollars in the budget that 
deal with alternative energy investments, new technologies, which 
I also commend you for, as a State where we can make those tech- 
nologies, and I see that very much a part of our future. 

My question to you is — the clean energy piece is tied to the cap- 
and-trade program, $15 billion tied to cap-and-trade. And I very 
much want to see that separate, not because I am not supporting 
doing something on cap-and-trade, because I am and have very spe- 
cific ways that I believe that we can work together to get there. 
But I also believe that we can’t wait, that the alternative energy, 
clean energy investments on the front end are critical for us to be 
able to meet cap-and-trade. 

And so my question is: If we put forward — and I would like to 
work with you on this budget, putting forward a clean energy fund 
that would be within the context of this budget, but would not be 
tied to the cap-and-trade regime specifically in case this takes a lit- 
tle bit longer to get done, and I am wondering your thoughts about 
that. 

Secretary Geithner. Senator, thank you. I think I should start 
by saying in the Recovery Act which you passed, there are very, 
very substantial investments already 

Senator Stabenow. Absolutely. 

Secretary Geithner [continuing]. In clean energy technologies, 
and, in fact, they are much larger, I believe, if you account for 
them correctly, than the proposed $15 billion piece of use of re- 
sources potentially raised by cap-and-trade. And so we are not 
waiting, and I think you are right that it is very important not to 
wait. This is too important to wait, and we need to move now. 

The Energy Department and other arms of the administration 
working with Treasury are trying to move very, very quickly to put 
those programs in place because it is important to do. 

Senator Stabenow. Well, what I would ask that you look at 
again is that in the recovery plan — and I was pleased on the Fi- 
nance Committee to be a part of putting together the manufac- 
turing credit and extending the investment tax credit and produc- 
tion tax credit, there is a cap, particularly on the manufacturing 
credit, in terms of the value of the credit that will be allowed over- 
all. And we will exceed that on the manufacturing credit. 

There is an explosion there in jobs, in green energy, and interest 
that is going to exceed that cap very quickly. And so I would just 
ask that you work with us in order to expand that. 

Thank you, Mr. Chairman. 

Secretary Geithner. Thank you. 
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Chairman Conrad. Senator Bunning is next. 

Senator Bunning. Thank you, Mr. Chairman. 

Secretary Geithner, I see in the press that you have a plan to 
save the world’s financial system. Where is your plan to rescue the 
United States system? We have been waiting for that. 

Secretary Geithner. Senator, thank you for raising that. We 
have moved — again, we have been in office 6 weeks. In that period 
of time 

Senator Bunning. No, but you — excuse me. 

Secretary Geithner. I just want to say this. Let me explain what 
we have done 

Senator Bunning. But do not — no, I am not going to let you do 
that, because you were part of the problem. You were the head of 
the Federal Bank of New York. You sat in on the meetings on 
TARP when it was decided. In fact, they give you credit for it being 
your plan, the former Secretary of the Treasury does. 

Secretary Geithner. Senator, lots of people 

Senator Bunning. And Ben Bernanke has not denied that before 
our committees. 

Secretary Geithner. Senator, lots of people are giving me credit, 
and lots of people are going to be blamed for lots of different things. 
But let me 

Senator Bunning. I did not blame you for it. I said you are cred- 
ited for it. 

Secretary Geithner. But let me just respond to your initial ques- 
tion. We have got to move and we are moving very quickly. You 
have not seen a Government move this quickly to address a crisis 
of this magnitude ever before. Remember, it has been roughly 6 
weeks since I took office, and in that period of time, we have 
launched this very powerful housing program to get to the heart 
of this crisis. We have started this very powerful program with the 
Fed to get lending going into small businesses and consumers. We 
have laid out a program for strengthening our Nation’s banks with 
detailed terms on the capital they have the potential ability to get 
from the Government — all in this short period of time. 

We have proposed very substantial reforms to the conditions that 
come with our assistance, not just on dividends, on compensation, 
but on lending and transparency and accountability 

Senator Bunning. Mr. Secretary, I have got 6 minutes, and I 
want to ask some questions. 

Secretary Geithner. And this is a global crisis. It is in the inter- 
ests of the United States that we have a global response, and ex- 
port prospects for American businesses across the country will de- 
pend in part on how effective we are getting other countries to 
move with us 

Senator Bunning. Thank you. Last week, AIG’s bailout brings 
the total to about $180 billion. I do not understand how one com- 
pany is worth propping up with $180 billion worth of taxpayers’ 
money, and I do not think the American people understand it ei- 
ther. So tell us, why do you keep bailing out AIG? What is the risk? 
And who are the counterparties that we are really trying to save? 

Secretary Geithner. I agree, it is an outrageous thing for our 
Government to be in the position where a company was allowed to 
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get to the point with no constraints that their future is critical to 

the future of the financial system. Now 

Senator Bunning. Have you seen this report? 

Secretary Geithner. I do not see what it 

Senator Bunning. Well, it is a strictly confidential report: “AIG: 
Is the Risk Systemic?” It was supposed to be the document they 
presented to you all or the Treasury for the fourth tranche of 
money that they got. 

Secretary Geithner. Senator 

Senator Bunning. I got it from the New York examiner of insur- 
ance. 

Secretary Geithner. I am happy to look at it, but I will tell you 
my judgment. AIG is systemic. I wish it were not the case. But AIG 
is systemic, and the least cost way to the American taxpayer and 
the American people for dealing with that risk is to help this com- 
pany restructure and get to the point where 

Senator Bunning. Where is the bottom line, Mr. Secretary? 
Secretary Geithner. The bottom line is that our job and my re- 
sponsibility is to protect the security of the American financial sys- 
tem — 

Senator Bunning. Where is the bottom line for the American 
taxpayer dollar-wise? 

Secretary Geithner. The bottom line is that we have to make 
sure, given the severity of this crisis and the fragility of this sys- 
tem, that we do everything necessary to protect against the risk 
that we have a disorderly failure of a major financial institution. 

I mean, just look back to what happened in the fall 

Senator Bunning. I did. 

Secretary Geithner [continuing]. And look how that 

Senator Bunning. I disagreed completely with what you did. 
Secretary Geithner. No, but remember, I was — if you look at the 

consequences for the American economy 

Senator Bunning. I have looked at the consequences. 

Secretary Geithner. But if you look 

Senator Bunning. I looked at Bear Stearns. I looked at Lehman 
Brothers. I looked at all the things that were going on at the time 
and disagreed completely with what was happening. 

Secretary Geithner. And, Senator, I do respect your views on 
this, and I understand your concerns about it. But this is a basic 
judgment about what is necessary to protect the stability of the 

American financial 

Senator Bunning. Thank you. 

Secretary Geithner. And that is my job and responsibility 

Senator Bunning. Thank you. 

Secretary Geithner. And AIG is systemic. 

Senator Bunning. The first thing that France did when they 
went socialistic was nationalize the banks. We have skirted nation- 
alization of the banks under you and the amount of money that we 
have been putting in banks all over the country. 

Now, we will not call it “nationalization” because that is a bad 
word, but if you tell me how many banks have accepted money 
from the Federal Government, I will give you a little better idea 
on what nationalization is. 
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Secretary Geithner. Senator, are you speaking in favor of na- 
tionalization or against it? 

Senator Bunning. No, no. I am 

Secretary Geithner. Against it. 

Senator Bunning. That is really funny. 

Secretary Geithner. No, I was not trying to be funny. I just 
want to make sure I understand. 

[Laughter.] 

Secretary Geithner. You said we skirted it, but you were not 
praising me, I thought. 

Senator Bunning. No, I am not. 

Secretary Geithner. OK. So the information on who has taken 
money from the Government in terms of capital and the amount of 
capital 

Senator Bunning. How many banks? 

Secretary Geithner. It is publicly available on the website. It is 
in the hundreds. But what matters is the amount and terms of that 
capital. 

Senator Bunning. Well, OK. I understand all those things. I 
have a community banker who attacked me out in Paducah, Ken- 
tucky, on FDIC assessment. Their assessment went up 1,000 per- 
cent. They are getting charged, and did not have any failures, for 
those who failed. Explain that to me. 

Secretary Geithner. You are absolutely right. I think this is a 
deeply unfair thing, and it causes concern across community banks 
across the country. You are absolutely right. The way our system 
is designed is the FDIC is obligated under law to assess a tax over 
a period of time — to raise the premium over a period of time across 
the entire financial — and that does create this problem that people, 
again, who were responsible and ran well-managed banks are bear- 
ing the costs of the decisions made by others. And that is a deeply 
unfair thing. But that is the way the system as designed by the 
Congress is applied. And I think it is very important that we work 
together to make sure 

Senator Bunning. We will work together to change it. Thank 
you. 

Chairman Conrad. Thank you, Senator. 

Senator Cardin. 

Senator Cardin. Thank you, Mr. Chairman. 

Secretary Geithner, first let me tell you what I like about the 
Obama budget. I think it is an honest budget. You have included 
in the budget the real cost of Government, and that is refreshing. 
It is aggressive in dealing with the short-term problems that you 
inherited, including large deficits and an economic crisis. And it in- 
vests in America’s future so that our long-term prognosis will be 
much better, by including health care reform, and energy and edu- 
cation policies. 

But let me share with you the concerns that the Chairman has 
raised about long-term financial viability of the economic plan that 
you have presented. I say that because, first, the Administration’s 
success depends upon Congress responding to your requests on 
health care, energy, and education. I certainly hope the budget res- 
olution that passes Congress and the actions of our committees will 
accomplish that. And I will do everything I can to give the best pos- 
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sible chance for that to be achieved. But it is a heavy lift, and if 
we do not achieve those objectives, then the long-term prognosis is 
not going to be as good as you have presented. 

Second, it depends upon an effective strategy to deal with this 
economic crisis, and let me talk about that, for a moment. 

We have heard over and over again that the economic engine of 
America in creating new jobs is small business. That is where most 
jobs are located, and where most of the job growth will take place. 
That is where we find the best prospects for innovation in America. 

Now, before President Obama was inaugurated as President of 
the United States, Larry Summers made a commitment that we 
would have a strong program to help small businesses. I have 
asked questions at hearings before as to when are we going to start 
to see small businesses get the help that they need. There was a 
commitment to use the Federal Government in the secondary mar- 
kets to ease up SBA loans. You have said that you are going to be- 
come out with a program to help small businesses. 

I was concerned by Assistant Secretary Neel Kashkari’s com- 
ments yesterday where he said that government is not going to 
interfere with the banks’ lending policies; it is going to be up to 
their independent judgment. 

Can you tell me specifically when small businesses in Maryland 
and around the Nation can get some help from these programs? 
They do not see it today. 

Secretary Geithner. Very important. Very important objective, 
and I completely share your commitment for us moving aggres- 
sively to fix this. 

Now, let us just start with in the stimulus package there is a 
range of very important provisions for small businesses, including 
a substantial increase in the SBA guarantee program. To make 
that work fully effectively, we need to make sure that these lending 
programs we announced 2 weeks ago are also up and running oper- 
ationally, and they are coming onstream very, very quickly. That 
will help make sure there is liquidity available to help support 
those issuance. But that is not enough. 

We also need to make sure that community banks are getting ac- 
cess to capital where they need so as quickly as possible, and we 
are committed to doing that. And as I said, as one of your col- 
leagues said earlier, it is very important that supervisors are work- 
ing in support of this objective, not against it. And we are looking 
at other ways and are open to suggestions on other things we can 
do quickly to help reinforce these big objectives. 

But you are absolutely right that getting credit available to small 
businesses who are viable, can support strong businesses, is an ab- 
solutely critically important priority. And you have seen a lot in 
stimulus and recovery. You see additional things in the budget 
which we hope will pass quickly. And you will see — we have al- 
ready started these lending programs that are necessary for the 
SBA program to work. 

Senator Cardin. I know the tools are there. We just have not 
seen the results. 

Secretary Geithner. Right. 
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Senator Cardin. I can tell you, I meet with the small business 
people in my State frequently, and the credit sitution for them is 
just as tough as it was 4 months ago. 

Secretary Geithner. I agree with that. 

Senator Cardin. I would urge you, first of all, to keep us in- 
formed as to what is happening, what the facts are. 

Secretary Geithner. Yes. 

Senator Cardin. And, second, do some visible things to show that 
you are concerned about small businesses. We need their help, and 
they really do believe government aid is primarly directed at large 
corporations, and that if you are smaller, there is no help available. 

Secretary Geithner. I understand that concern, and we are very 
committed to fix this, we are moving very aggressively, and we will 
give as much prominence and profile to these initiatives as we can. 

Senator Cardin. I appreciate that. 

Let me just talk for a moment about these toxic assets, because 
I am not exactly sure I understand the mechanism that you have 
in place. Are you trying to get them sold and off the books of these 
banks that are not as healthy as they should be 

Secretary Geithner. Yes. 

Senator Cardin [continuing]. Or are you trying to get just a bet- 
ter valuation, you are trying to get them off the books? So you are 
going to have a private-public partnership to have investors pur- 
chase these assets? 

Secretary Geithner. To provide an opportunity for them to sell 
these assets. 

Senator Cardin. And then a private entity would own the toxic 
asset, and the bank would get the 

Secretary Geithner. Sharing the upside with the Government, 
managed by people who are good at managing these assets. 

Senator Cardin. And are the specifics of this proposal now 
well 

Secretary Geithner. No. We are outlining within the next couple 
of weeks the details of these proposals so everybody can see them 
and see how they are going to operate. 

Senator Cardin. As you know, predictability is important 

Secretary Geithner. Very important. 

Senator Cardin [continuing]. In all of our businesses, and there 
is a lot of speculation out there as to how much risk the private 
investors are going to have to take and whether this plan is viable 
or not. I urge you to have transparency as this is developed, be- 
cause there are some good ideas out there, and there is a lot of 
money sitting on the sidelines. Investors are prepared to make in- 
vestments if they believe that this is going to be a fair process. And 
I could not agree with you more, we have got to get these toxic as- 
sets off of those banks’ balance sheets; they are recluding banks 
from making loans today. 

Secretary Geithner. Yes, and you are absolutely right that it 
has to come with absolutely clear, full transparency for people to 
have confidence in the program. 

Senator Cardin. Finaly, I want to underscore the urgency of the 
real estate situation. February’s foreclosure numbers were shock- 
ing. We have got to stop the hemorrhaging of people losing their 
homes, and I would just underscore that point. 
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Thank you, Mr. Chairman. 

Chairman Conrad. Thank you. And Senator, you get a prize. 
You were right on time. What a good example. 

Senator Crapo. 

Senator Crapo. Thank you very much, Mr. Chairman. And, Sec- 
retary Geithner, thank you for coming today. I want to try to make 
three or four points during my 6 minutes, so I will try to talk fast. 

First, could we put the chart up on the deficits? 

I want to return to one of the issues that Senator Gregg raised 
with you, and that is just the question of where we are headed 
with our deficits in the country. With the chart that we have up 
there, I want to focus on the blue line first. The blue line is, as I 
understand it, what CBO’s assessment is of the baseline; in other 
words, what would happen with our deficits if we simply follow cur- 
rent law and do not do anything different for the next 5 years or 
so. 

What that line shows is that if we just followed the current law, 
our deficits by 2012 would be down in the $200 billion range and 
declining over time. And it shows with regard to the President’s 
budget that although there are some spikes — and I understand 
those spikes as a result of, I assume, the stimulus act and some 
of the other things that we have been doing — it also declines rap- 
idly basically as a result, as I understand, the way that we will be 
phasing out the excessive spending and the stimulative actions and 
the TARP funding and so forth that we are engaged with right 
now. 

My point is, first at least, to make the comparison between the 
two lines, but to make this point: When the President says he 
wants to reduce the deficit by half by 2012, isn’t he basically saying 
that — I mean, that is going to happen anyway as a result of cur- 
rent law. That is not correct? 

Secretary Geithner. Well, Senator, this is very important to 
point out. That blue line, for that to happen, you would have to 
have no extension of the AMT; you would have to have — taxes on 
95 percent of Americans would rise substantially. There would 
have to be, I think, no foreign wars. It would be peace and pros- 
perity across the world tomorrow. And so it is not actually any- 
thing like a realistic expectation about what is a sensible economic 
path for the country. 

Senator Crapo. I understand that, and leaving out the potential 
for another war, I am one of those who, I am sure you know, does 
not believe we should let the tax cuts expire and that we should 
maintain our current tax policy. And my understanding is that if 
we did maintain tax policy and did not have tax increases on the 
American public, that line would be somewhere between these two 
lines. 

But my point still is, shouldn’t we — and, again, I am not trying 
to make the comparison between the two lines. Others can make 
that point. I think it is maybe a valid point to argue about. But 
my point is this: As we talk about trying to reduce the deficit, ad- 
mitting that we need to do something on tax policy — and we may 
disagree on that; we do agree on the AMT — shouldn’t we try to do 
much more than simply allow our current trends to take us back 
to a much smaller deficit? In other words, shouldn’t we be much 
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more aggressive on deficit reduction than simply allowing the trend 
lines to bring us back to a normal reduction in about half of what 
we have? 

Secretary Geithner. I want to just underscore this. It is abso- 
lutely imperative that we lay out a path that brings us back to sus- 
tainability, and that requires more than just letting the temporary 
increases in spending in the Recovery Act expire and fall — it re- 
quires more action by the Government and the Congress to do that. 
And the President’s budget proposes a number of specific measures 
necessary to bring that deficit down to 3 percent of GDP over time. 
It is not enough just to sit back and let those temporary things ex- 
pire. You have to do more things. 

But it is very important to recognize the tax increases that are 
proposed in this budget, again, only come when recovery is in 
place, and they only go into effect on a small fraction of the most 
affluent Americans, very limited number of small businesses, and 
only restore those rates, again, to a level that prevailed during a 
period where you had remarkably strong 

Senator Crapo. You just got to my second point that I wanted 
to make, and that is, you say that the tax increases will only hap- 
pen when the economy has recovered. I understand that a lot of 
economists are saying we are going to be recovered by 2011. Frank- 
ly, I think there are economists who are saying that maybe our re- 
covery will not be so strong by then. 

My question to you is: Are these tax increases contingent on a 
recovery? Or are they going to happen regardless of what happens 
in 2011? 

Secretary Geithner. Senator, I think it is a very important ques- 
tion. I think that, again, we need to lay out an ambitious path for 
bringing those deficits down; commit to achieving that, with a mix 
of measures on the resource side and the spending side that do the 
best possible job of leaving our economy stronger. And that is what 
the President’s budget tries to do. 

Now, of course, we are going to have to watch how the economy 
evolves, and I want to underscore that one of mistakes govern- 
ments have made over time in dealing with economic crises is put- 
ting the brakes on too quickly or in ways that, you know, hurt 
growth just as it is starting to take 

Senator Crapo. So are you saying 

Secretary Geithner. We want to be careful not to do that. 

Senator Crapo. So are you saying that if we do not see the more 
rosy picture in 2011 that we may not see the administration sug- 
gest that we 

Secretary Geithner. No, I am just saying 

Senator Crapo [continuing]. Tax increases? 

Secretary Geithner. I am just saying that recovery requires that 
we keep stimulus sustained until growth is in place, but we have 
to do it in a fiscally responsible way. 

Senator Crapo. But what about the tax policy? Are you including 
tax policy in that? 

Secretary Geithner. Again, I would say generally. Of course, we 
have got to keep watching things as they develop, but what we 
need to do together is lay out a path that brings those deficits 
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down, and we have to agree on what the right mix of measures on 
the resource side and the expenditure side are to do that. 

Now, we are going to have slightly different priorities in that 
context, but I believe that this is the best package of policies to 
leave our economy stronger in the future, and I think, again, if you 
look at the record, just going back to the second half of the 1990’s, 
there is a pretty strong empirical — very strong empirical case that 
that produced a level of private investment and productivity 
growth that is the envy of the world. 

Senator Crapo. Well, I ran out of time, and I only got to two 
points, so I will 

Secretary Geithner. I apologize, Senator. 

Chairman Conrad. I thank the Senator. He gets a prize as well. 

Senator Sanders. 

Senator Sanders. Thank you, Mr. Chairman. Welcome, Mr. Sec- 
retary. 

Mr. Secretary, as you well know there is a huge sense of outrage 
in our country with what Wall Street has done through their greed, 
through their recklessness, and perhaps their illegal behavior, in 
plunging us into this deep recession and bringing us to the cusp 
of a depression, all of which has impacted tens and tens and mil- 
lions of people, hurt so many people. 

I want to express my view that I am concerned that the same 
people on Wall Street who were part of the problem are still in of- 
fice, and they still have all of the power and all of the money that 
they used to. I am concerned there has not been a serious inves- 
tigation explaining to the American people who caused this crisis. 
I have not seen the kind of prosecutions that I think should be 
done. 

So I would hope from the Treasury Department we will begin to 
give confidence to the American people — you know, they talk about 
Wall Street wanting confidence from you. The question is the 
American people have no confidence in Wall Street. So I would 
hope that we would see a more aggressive posture on the part of 
the Treasury Department and express it, the outrage that the 
American people feel about the greed on Wall Street. 

Now, of the many issues that all of us hear about, one of them 
that I hear a whole lot about is that at a time when the taxpayers 
of this country are providing hundreds of billions of dollars to bail 
out Wall Street, Wall Street is saying: Thank you. We are going to 
charge you 15, 20, 25, 30 percent interest rates on the credit cards 
that we are issuing to you. 

That is very nice of those guys. We are bailing them out. They 
are getting zero-interest loans from the Fed, and then they charge 
our people 25 or 30 percent interest. 

I am introducing today legislation that would cap interest rates 
in this country at 15 percent, cosponsored by Senator Durbin. It 
emulates actually what the Federal Credit Union Act does for cred- 
it unions. Many people do not know this, but credit unions cannot 
charge more than 15-percent interest rates, with certain excep- 
tions, then go up to 18 percent. Credit unions are not coming in 
here to be bailed out. 

So my question is: Do you think it is time in this country for leg- 
islation to cap interest rates — to go back maybe to where the Bible 
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took us, that says it is immoral for financial institutions to charge 
middle-class people 25, 30 percent? Would you support a cap on in- 
terest rates? 

Secretary Geithner. Senator, I want to begin by saying I com- 
pletely share your sense of basic outrage and anger. I understand 
how powerful it is across the country. You are absolutely right that 
the judgments made by the leaders of our financial institutions 
have caused a catastrophic loss of basic confidence. It is making ev- 
erything worse — everything we need to do to get recovery back on 
track is made worse by those basic judgments. I could not feel more 
strongly about this issue, and that is why the things we do have 
to be directed at making sure that we are getting more credit to 
the American people, not less. 

Now, on your specific — I would like to look at your proposal in 
detail and give you a more thoughtful response. The basic test that 
we would have to apply to any proposal like that is, again: Is it 
going to make it more likely that credit is available on reasonable 
terms or less likely? That is the basic balance we have to strike. 
But I would be happy to take a careful look at your 

Senator Sanders. Mr. Secretary, all I would say is that this con- 
cept has been in existence under the National Credit Union Admin- 
istration. Our credit unions are doing pretty well. They are lending 
out money to people who need it. They are not asking for bailouts 
of hundreds of billions. I think we should emulate what they are 
doing. 

Second point. You have raised with AIG, all of us know, this ab- 
surd concept of “too big to fail.” What I have said from the very 
beginning of this crisis is that if an institution is too big to fail, it 
is too big to exist. 

What are we doing now to break down and break up these orga- 
nizations so that we are never again placed in a position to have 
to bail them out because of the systemic damage that would occur 
if they failed? Are we starting right now an investigation to say, 
Sorry, Bank of America, sorry, Citigroup, sorry, AIGs of the world, 
we no longer can sustain institutions that are just so large that it 
could cause so much damage if they failed? 

Secretary Geithner. Senator, you are absolutely right that we 
have to create a system that is less vulnerable to the kind of risk 
we see in this crisis, and part of that is going to require that we 
have much stronger oversight with much greater constraints on in- 
stitutions that pose some potential damage to the system. And a 
critical priority of the President, working with the Congress, will 
be to put in place legislation which will achieve that objective. 

Now, right now, as you know, the Government’s assistance in 
AIG is conditioned under there being a very dramatic, substantial 
restructuring of that entity. And where we have to — if we have to 
take additional actions to help stabilize the system, we will make 
sure that those actions come with conditions that achieve 

Senator Sanders. OK. Very briefly. We do not have much time 
here. You know, I voted against the repeal of Glass-Steagall. I ar- 
gued with Greenspan every time he came before the House Finan- 
cial Institutions Committee. I do not believe in unregulated finan- 
cial institutions, et cetera. But on this key issue of “too big to fail,” 
I think we have got to go back to where Teddy Roosevelt was — do 
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you agree? — and start saying, Sorry, we are going to break them 
up. 

Secretary Geithner. I completely agree that we do not want to 
put this country in the position in the future where we are vulner- 
able again, where the weakness in one institution causes the risk 
of great damage to the fabric of the American financial system. 
That basic objective has to underpin everything we do in the re- 
form agenda, and we have to get it right. 

Senator Sanders. OK. Thank you, Mr. Chairman. 

Chairman Conrad. I thank the Senator. 

Senator Sanders. And I am giving you back 17 seconds. Do I get 
some credit for that? 

Chairman Conrad. You are rising to a whole new position. 

[Laughter.] 

Chairman Conrad. Senator Graham. 

Senator Graham. Thank you, Mr. Chairman. 

Do you support a biblically based 10-percent flat tax? 

[Laughter.] 

Secretary Geithner. I do not like to 

Senator Graham. You do not have to answer that. 

Chairman Conrad. You do not have to answer. 

Senator Graham. Well, do you support a temporary suspension 
of the mark-to-market rule? 

Secretary Geithner. Senator, that is the prerogative of the SEC. 
I want to say one basic thing, which is that we are at a period 
where investors do not have a lot of confidence in their capacity to 
judge the risks 

Senator Graham. From your personal point of view, is it a good 
idea or a bad idea? 

Secretary Geithner. My personal point of view is that we have 
to be very careful not to do things that would erode confidence in 
the people’s ability to assess the risks and exposure to a bank. 

Senator Graham. OK. Well, let us look at — and you think that 
might do that. 

Secretary Geithner. There are some versions of those proposals 
that would have that risk, and like many things, these are com- 
plicated, careful judgments. But I know that my colleague Chair- 
man Schapiro is looking carefully, as she should be, at all reason- 
able proposals. 

Senator Graham. OK. Let us look at some assumptions that are 
being made in this budget process and about the economy in gen- 
eral. Under President Obama’s budget, he assumes a 3.2-percent 
GDP growth in 2010. Do you think that is accurate? 

Secretary Geithner. I think that is a reasonable judgment based 
on the evidence available when the budget was put together. 

Senator Graham. Do you think that is a reasonable judgment 
now? 

Secretary Geithner. I do think it is a reasonable judgment, but 
as you know, that is the kind of judgment we have to assess care- 
fully. There is an established rhythm 

Senator Graham. Would you like to change that judgment? 

Secretary Geithner. Not today I would not. 
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Senator Graham. OK. The assumption also is made that unem- 
ployment would peak at 8.1 percent in 2009. Do you stand by that 
assumption? 

Secretary Geithner. Senator, I will just say again — I mean I 
know what you are asking, and 

Senator Graham. It is a simple question. 

Secretary Geithner. Again, as I said, that forecast, done with 
independence and integrity, always underpins 

Senator Graham. Given what you know today, do you think that 
is a reasonable assumption to make? 

Secretary Geithner. Senator, I still believe, if you look at the 
consensus of private forecasts, they project recovery starting to 
take hold the latter part of this year into next year. 

Senator Graham. Let us try this again. Do you believe that the 
assumption that unemployment will peak in this Nation at 8.1 per- 
cent in 2009 is still reasonable? 

Secretary Geithner. Senator, I am going to say it exactly the 
same 

Senator Graham. Fair enough. We will move on. 

Secretary Geithner. OK. 

Senator Graham. Do you believe that if we put limitations on 
charitable giving where the maximum deduction would be 28 per- 
cent versus what it would be today, 35 percent — the Independent 
Tax Policy Council has estimated that $9 billion would be lost in 
terms of charitable giving. Do you agree with their assumption or 
ont? 

Secretary Geithner. You know, I will have to look more carefully 
at it, but as we have said before — and I think this is true in inde- 
pendent estimates — those proposals, again, which would only take 
place if we agree on comprehensive health care reform in years out 
there, would affect a very small fraction of 

Senator Graham. It is just the concept that I am trying to drive 
at, that if we begin to limit the charitable deduction write-off, does 
it have an adverse impact on charities? 

Secretary Geithner. You know, Senator, it depends, as you 
know, on what else is happening, and the most important thing 
you can do to affect charitable giving is to get this economy back 
on track and a stronger basic position. 

Senator Graham. I think the most important thing you can do 
is to reward it when it is done. That is just my assumption. 

Let us move on now to the stress test. And, No. 1, thank you for 
taking the job. I know it is tough, and you are doing a lot of things, 
and I agree with Chairman Gregg that this is not easy and you do 
not have your team in place. And if you are looking for a way to 
serve the country, join the marines or go to Treasury. I think they 
are both very difficult. 

Secretary Geithner. I am very glad you said that, and I com- 
pletely agree. 

Senator Graham. Very difficult assignments. 

Secretary Geithner. No more important, no more noble oppor- 
tunity. 

Senator Graham. The few, the proud, the brave — the Treasury 
people, yes. 

[Laughter.] 
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Senator Graham. But — where was I at? Oh, OK. 

Secretary Geithner. I just do not want to say “the few.” We 
want to say “the many and the proud and the brave.” 

Senator Graham. That is right. The bottom line about the stress 
test is that we are going to put some of these banks under stress 
and see if they are adequately capitalized. That is the goal, right. 

Secretary Geithner. Yes. I am not sure the word “stress” is the 
best used in this context. Again 

Senator Graham. Well, that is what you all call it. 

Secretary Geithner. Well, that is the sort of standard term of 
art. Remember, every institution 

Senator Graham. Well, whatever you are doing, you are trying 
to find out if in some reasonable scenarios banks are adequately 
capitalized. To me, that is a good thing. You are doing that, right. 

Secretary Geithner. That is the objective, yes. 

Senator Graham. You are testing these banks. 

Secretary Geithner. Yes. 

Senator Graham. To determine adequate capitalization, is it the 
Tier 1 regulatory standard you will be using? 

Secretary Geithner. We are leaving the regulatory standards in 
place, but as you know, what matters is not just the amount of cap- 
ital you have, but the quality of that capital. 

Senator Graham. Sure, that is the risk, but what will you be 
using to judge adequate capitalization? 

Secretary Geithner. We are going to look at the existing regu- 
latory requirements both in terms of the overall amount and the 
quality of capital, meaning how much of 

Senator Graham. Will it be the Tier 1 system? 

Secretary Geithner. Yes, the existing framework will remain 
place. 

Senator Graham. OK. 

Secretary Geithner. What matters is to look forward at what 
might happen in a more adverse recession. 

Senator Graham. OK. If the Government owns 36 percent of 
common stock of a company, a bank called Citibank, and virtually 
makes every decision or has every decision of that bank run by the 
Government, what would you call that? 

Secretary Geithner. Senator, that is not the case today, al- 
though under the proposal that they presented to their private in- 
vestors and the Treasury, that would happen. But I want to under- 
score this 

Senator Graham. Is that free market? 

Secretary Geithner. I would say that we are going to do what 
is necessary in the interest of the American financial system to 
make sure 

Senator Graham. OK. I have got 18 seconds left. Are you assum- 
ing a TARP III would pass this Congress to put new capital into 
banks? 

Secretary Geithner. You know, my operating assumption, Sen- 
ator, is that there is widespread recognition across the country that 
getting the financial system back to the point where it recovers and 
provides credit is a critical 

Senator Graham. Do you think TARP III will pass this Congress 
if you made a request? 
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Secretary Geithner. Our hope is that the Congress will come to- 
gether and do what is necessary to make sure the financial system 
is strong enough. 

Chairman Conrad. Thank you, Senator. 

Senator Murray. 

Senator Murray. Thank you, Mr. Chairman, and Happy Birth- 
day to you. I cannot think of anybody else who would rather spend 
their birthday chairing a Budget Committee hearing. 

[Laughter.] 

Senator Murray. Welcome, Mr. Secretary. I have a couple of 
questions relating to Bank of America and Merrill Lynch. Both of 
those firms have received TARP money, correct? 

Secretary Geithner. Yes. 

Senator Murray. All right. And do you know how much it is? 

Secretary Geithner. Senator, I would be happy to get back to 
you with the specific numbers, but it is a lot of money. 

Senator Murray. In the hundreds of billions. 

Secretary Geithner. No. 

Senator Murray. More than $150 billion. 

Secretary Geithner. For Bank of America and 

Senator Murray. And Merrill Lynch. 

Secretary Geithner. No. 

Senator Murray. Including guarantees, debt guarantees? 

Secretary Geithner. But the right — I mean, again, people have 
different assessments. What we want to look at is the risk and ex- 
posure to the Government in that context. And I do not think that 
is quite the right way to measure. But I would happy to provide 
a detailed assessment of 

Senator Murray. OK, if you could. But it is a substantial 
amount of money. 

Secretary Geithner. It is a very substantial amount of money. 

Senator Murray. And that was necessary because we needed to 
make sure we were stabilizing the industry. I understand that. 

Secretary Geithner. That is right. 

Senator Murray. OK. And Bank of America recently formalized 
the acquisition of Merrill Lynch in January, correct? 

Secretary Geithner. That is correct. Now, Senator, I just want 
to say one thing. I am the Secretary of the Treasury. 

Senator Murray. Yes. 

Secretary Geithner. I am not in and nor would my predecessors 
have been in the position of responding to detailed questions about 
individual institutions given the basic constraints in which we all 
operate. But I would be happy to be as responsive as I could. But 
I want to just give you that one caution 

Senator Murray. I appreciate it. Where I am going with this is 
they have received a large amount of money from the Federal Gov- 
ernment at this point. 

Secretary Geithner. A very substantial amount. 

Senator Murray. Correct. And have they been profitable since 
they received that money? 

Secretary Geithner. Again, that is not a judgment I can make 
or share with you today, although I think you will see in the public 
domain, in the context of the normal reporting period, a full answer 
to that question, like you will for institutions across the country. 
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Senator Murray. Well, OK. Let me just ask you, do you think 
it is appropriate given the financial condition of these firms — and 
I assume that there are losses — that bonuses were paid to their ex- 
ecutives? 

Secretary Geithner. Senator, I find it deeply offensive what hap- 
pened in compensation practices across this country, and then the 
role that played in contributing to this crisis. And I think it has 
made it much worse, that even as the crisis intensified and the 
Government was forced to do extraordinary things, that you saw 
some institutions making really terrible judgments about how to 
reward their executives, even as their institutions were facing ex- 
traordinary losses. 

And as you know, the President proposed some very far-reaching, 
substantial reforms and some conditions that could come with as- 
sistance. In the stimulus bill, an additional set of restrictions or 
conditions were passed, and we are in the process and have the ob- 
ligation now to try to translate those requirements and proposals 
into detailed guidelines, and we are working on it. 

Senator Murray. OK. I appreciate that, because my constituents 
are hurting. Families and businesses are really struggling, and 
they do not understand at all the fact that some of these companies 
are having lavish weekends and paying out bonuses and all of that. 
So we know they are going to need additional capital, and I heard 
what you just said, that we are going to make sure that that is ac- 
countable. And we do not see this, but money is fungible. So how 
are we going to assure that taxpayer dollars are used not for lavish 
weekends or bonuses or these things that seem so out of line to or- 
dinary citizens who are trying to pay their bills? 

Secretary Geithner. Assistance comes with conditions. It is not 
a right. It is a privilege. Those conditions will require that banks 
use the resources we provide them to increase the amount of lend- 
ing that would otherwise have been possible; that they report on 
what is happening in lending in a way that is transparent and ac- 
cessible to the American people; that our assistance comes with ap- 
propriately tough conditions on compensation to senior executives 
that is going to, you know, incent what we need to happen and 
make sure that taxpayer dollars are not going to benefit those sen- 
ior executives in ways that do not make sense. 

Those are our basic objectives, and I completely share your con- 
cern about it, understanding how strong these opinions are across 
the country. 

Senator Murray. OK. I appreciate that, and I think it is really 
important that we continue to send that message and hold them 
accountable. 

Let me quickly flip to another question, and that is the impact 
of declining trade and exports. The Department of Commerce 
issued a revised GDP number for the fourth quarter of last year 
that showed that overall economic contraction was a lot more se- 
vere than originally projected. I have seen the minutes from the 
Federal Open Market Committee, their January meeting. It 
showed a consensus view among the participants that the declining 
global consumption abroad was a key contributing factor to declin- 
ing exports and GDP. 
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Can you tell us with this interdependent global economy what 
the impact is of this, what we need other countries to be doing, not 
just ourselves, and how we are going to achieve that? 

Secretary Geithner. Thank you very much for raising that. It is 
very important to understand that our fortunes are closely tied, 
much more so than at any other time in our history, with those of 
the rest of the world. And it is very important that all the major 
countries are moving together to strengthen demand, lay the foun- 
dation for recovery, that they are moving aggressively to fix their 
financial systems. And we need to make sure that the international 
financial institutions that provide great leverage on American as- 
sistance are using those resources to help those emerging market 
economies that are critical markets for U.S. exports get back on 
track more quickly. And we are going to work very aggressively. 
The President is going to take a very active leadership role with 
the G20 to try to make sure that we are all making a sustained 
commitment to recovery. And we are providing assistance to make 
sure that those critical markets have a stronger foundation. 

Senator Murray. I think that is so important. We have to under- 
stand that this is having a huge impact, so I am 

Secretary Geithner. You are absolutely right. 

Senator Murray. And I am extremely concerned about some of 
our countries in Central and Eastern Europe who are seeing in- 
creasing financial instability. Can you talk a little bit about that 
region of the world and the impact on us as 

Secretary Geithner. You are absolutely right. They are facing a 
set of challenges far more acute than is true in many other parts 
of the world, and it is just a symptom of how complicated and se- 
vere this crisis is. 

You know, a lot of people understand what happened in the 
United States, and it did start earlier in the United States. But 
many of the challenges in financial systems and their economies 
are much greater outside the United States, and it is going to re- 
quire a lot of cooperative efforts to help them get through that 
process. 

Senator Murray. Particularly since our U.S. banks have invested 
in many of those countries, so a longer conversation, but I hope 
that we can address that in the future. 

Thank you, Mr. Chairman. 

Chairman Conrad. Senator Alexander. 

Senator Alexander. Thank you, Mr. Chairman. 

Mr. Secretary, thank you for being here, for your good humor 
and your resilience in all of this. I would like to shift gears a little 
bit in terms of a conversation with you, which I hope provides a 
constructive suggestion. I wonder if you are familiar with a book 
that Professor Ernest May at the Kennedy School at Harvard wrote 
called “Thinking in Time: The Uses of History for Decision Mak- 
ers.” 

Secretary Geithner. I am not familiar with that book, but it 
sounds like I should be. 

Senator Alexander. Well, it is an interesting book. It tries to 
compare, as you face decisions to make, if there are analogous deci- 
sions in the past that would illuminate anything. For example, if 
you are dealing with the Cuban missile crisis, is it analogous to 
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look at Hitler coming into the Rhineland, or is it not? And I wanted 
to suggest a couple of examples in our history and ask you whether 
they suggest anything to us about how we might deal with what 
you have talked about today, which is fixing the banks and getting 
credit flowing again as our major challenge. 

One is the bank holiday that FDR had when he was elected to 
office in March 1933. Two days after taking office, he declared a 
bank holiday that lasted 4 days. He closed the banks. He let cer- 
tain ones open. There was a bigger crisis then with banks — 5,000 
banks went out of business. There were different rules at the time. 
He had a fireside chat. By the beginning of April, Americans were 
confidently returning a billion dollars to the banking system. Ac- 
cording to this report, the bank crisis was over. That would be one 
example. 

What I think might be a little more analogous is President Ei- 
senhower in October 1952 and his view on Korea. I am going to 
read just a paragraph from his speech, because it sounds like today 
a little bit to me. He says, “The first task of a new administration 
will be to review and re-examine every course of action open to us 
with one goal and view: To bring" — in this case — “the Korean war 
to an early and honorable end. ...The reason for this is simple. The 
old administration cannot be expected to repair what it failed to 
prevent.” 

It sounds familiar to me. 

“Where will a new administration begin? It will begin with its 
President taking a simple, firm resolution. The resolution will be: 
To forego the diversions of politics and to concentrate on the job of 
ending the Korean war — until that job is honorably done. ...I shall 
make that trip. ...I shall go to Korea.” 

One of the most memorable lines in American history. 

Now, here is my suggestion: I believe that the American people — 
I know that I am — are persuaded that our new President is impres- 
sive, intelligent, and having watched his campaign and watched his 
first few days in office, I am absolutely convinced he can do many 
things at once and do many things well. 

I am also convinced he does not need to scare the American peo- 
ple anymore. They are scared enough in Tennessee about what is 
going on and the President does not need to explain the problem 
with banking and credit anymore. Most people understand the 
problem. 

I wonder whether President Obama needs to borrow a lesson 
from President Eisenhower in 1952 and simply say, as you an- 
nounce your new plan for banking and credit next week, “I will fix 
the banks, and I will get credit flowing again, and I will make ev- 
erything else second and subordinate until that job is honorably 
done. I will put the Health Summit aside, the Fiscal Responsibility 
Summit aside, the education challenge, the energy challenge" — all 
those other challenges are important, but in an Eisenhower sort of 
way, should he not say, “I will fix the banks, I will get the credit 
flowing again, and I will concentrate on that job until it is honor- 
ably done”? Otherwise, how will he regain the confidence of the 
American people for that one solution? 

Secretary Geithner. Senator, very important to say in the begin- 
ning — and the President has said this, and he will keep saying it — 
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that our central obligation to the American people is to do what is 
necessary to get this economy on track, back on track, and to keep 
at it until we achieve that. And a necessary condition for that is 
to fix this financial system and get credit flowing again, and we 
will do what is necessary to achieve that outcome. 

Now, you cannot do it just by focusing on the financial system. 
You have to make sure the Government is providing very, very 
substantial support for demand. That is a necessary way of doing 
it. And there will be other things like you are seeing us do in hous- 
ing that are part of that solution. 

Now, you are absolutely right, that is the central, most critical 
priority for our country, and the important message that he has 
said — and we are committed to do it — is that we will keep at it 
until we fix it. But we have a lot of challenges as a country, and 
just like it is so important, as many of your colleagues have said, 
that as we try to get recovery back on track, we are making it clear 
we are going to get us back to fiscal sustainability, we need to give 
American people the confidence that we are going to start to fix — 
start today to fix these long-term problems that have been ne- 
glected, frankly, and are going to be really important to making 
sure our economy can grow, too. 

Senator Alexander. I have just a few seconds left, and I respect 
what you are saying, and I am not unimpressed with our President 
or with you and your abilities. I am simply saying from my vantage 
point and looking at the example of FDR in the banking crisis in 
1933 — he had that fixed in 3 weeks. And he did not do the TVA 
and the CCC and the WPA and the PWA and all the other things 
until after he had the banking part of that crisis fixed. And Eisen- 
hower focused on one job, “I shall go to Korea.” And he went to 
Korea on November 29th of 1952, within a few days of his being 
elected. 

I guess what I am saying is that part of the President’s job is 
to see the strategy and let the country know about it, but he needs 
to persuade at least half the people he is right about it. And if you 
do have a plan, you have not persuaded us yet. And until you per- 
suade us, confidence will not come back. 

Secretary Geithner. Senator, maybe I could just end by making 
one very important point. If you look at the lessons of history and 
the lessons of financial crises, the most important thing is how 
quickly it is — to move together quickly, comprehensively, and not 
to wait and not to be too tentative. And that basic lesson, which 
is in the American experience, the experience of Japan, and many 
other countries, shapes everything we do. And you are right to in- 
voke history in that context, and I completely share that basic com- 
parative. 

Senator Alexander. Thank you, Mr. Secretary. 

Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator. 

Senator Whitehouse. 

Senator Whitehouse. Thank you, Mr. Chairman, and thank you, 
Mr. Secretary. I know it has been a long morning, and I appreciate 
that you are here and have worked so hard to help solve these 
problems. 
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The first thing I want to compliment you on is the directional 
changes in this budget. We spend an awful lot of time fighting 
around here about budget issues that are the equivalent of who 
gets to use the lighter first in the car and what belongs in the glove 
box. And you focused on where we are going and what have we 
have in front of us, particularly with our energy policies, which 
have been self-defeating and largely dictated by big oil companies. 
Now we have the prospect of a new energy policy that serves the 
American people; education, equally self-defeating policies that 
have led us to decline in our status in international competition, 
which is really shameful for a country like ours that has the best 
educational institutions in the world; and most particularly, health 
care, which, as a former Comptroller General has said, “threatens 
to swamp the ship of state.” We have to address these things, and 
for the first time, at least in my time here, this budget responsibly 
tries to do that. That I think is the key, overarching point that we 
should all think of. 

Some of the fine aspects of it, I also compliment you on the 
change to the outrageous tax loophole that allowed hedge fund bar- 
ons to pay a lower tax rate than the guy loading the luggage into 
their private jets would pay. It was just, frankly, a disgrace to the 
country, and this cleans that up and I appreciate it. 

A couple of specific questions, though. You talked about your out- 
rage about the compensation practices that pre-existed this crisis 
and, in an exercise in very bad taste and bad judgment, actually 
continued into the crisis. 

As you know, I have a concern about mummified compensation 
practices that took place during the Gold Dust era when people 
were laying it on thick, and I think it was even pretty disgraceful 
then. But they got locked in because people created tax dodges and 
did deferred compensation, or they got special, you know — like the 
old James Bond movies where the bad guy gets to get away and 
everybody else in the boat goes into the hole, and he has got his 
escape pod. They had their escape pod — health care packages, re- 
tirement packages that were different than their employees. 

A lot of that stuff is now embedded, and under our legal system, 
which I fully support, it requires a hearing of some kind before you 
can even address that question. Because these institutions cannot 
go into bankruptcy because of the systemic problem, that elimi- 
nates the only present way to get that hearing to do anything 
about the mummified costs. And, you know, the mummy is going 
to walk at some point, and it is going to be really embarrassing, 
I think, to have $40 billion, as the Wall Street Journal reported, 
of taxpayer money go to pay deferred executive compensation that 
has been mummified on the books of these companies when people 
are suffering as badly as they are. 

I would urge you to take a look at working on a way to try to 
solve that problem. I think it will emerge as a serious one, and I 
have a proposal, as you know. Now may not be the moment for it, 
but I really do think that this is a problem that has to emerged. 

The second thing I would like to direct your attention to, we had 
a real nightmare in Rhode Island, a banking crisis, about 15 years 
ago. It was a small but very intense situation, and people were 
very, very angry. One of the things that helped a great deal was 
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an investigative commission that Governor Sundlun then put to- 
gether to take a look at what had gone wrong, to bring people be- 
fore the public. One of the members is now a district judge, a 
United States district judge. Others have gone on to — it was a veiy 
distinguished group of people. They did a very credible job, and it 
really helped people understand what was going on. 

There is no present mechanism for anybody to understand what 
took place, and particularly when so much of the money is going 
back to the people who seem to cause it, I think it is important 
that we work on a strategy to really draw out and explain to the 
American public what went wrong and why this will not be re- 
peated. 

I know that as you are going through the fixes, that is an inci- 
dental, and an important incidental, but I think somewhere it 
should be somebody’s first order of business to bring people in, take 
some testimony, and sort that out. 

Those are just two points I leave with you. The question is this: 
Back to what Senator Sanders was asking about, credit card rates, 
many years ago the Supreme Court decided the Marquette deci- 
sion, which was a technical decision about who had jurisdiction 
when you had a bank in one State and a consumer in the other. 
And the Supreme Court resolved it in favor of the bank’s State. 

Well, then economic development folks came along and they fig- 
ured out, wait a minute, if we can trash our banking laws, then 
we can attract banks who then are operating without any real re- 
striction on them. And that has been the status quo since then. 

It does not seem to have been a very deliberate policy choice. Is 
that status quo presently important to our economic recovery in 
any respect? 

Secretary Geithner. Senator, I want to say something that I be- 
lieve — I think is responsive to your question, but let me say it this 
way: One of the problems in our financial system is that we let 
many financial institutions choose their regulator. 

Senator Whitehouse. Yes. 

Secretary Geithner. We let people structure a product to take 
advantage of the optimal mix of tax accounting, regulatory capital 
treatment. We provided huge opportunities for arbitrage, and that 
lowered the overall quality of regulation, undermining the basic 
public policy objectives regulations are designed to address. And 
one of the most important things we need to do as we reform our 
system is to address and end and change the basic judgment that 
that kind of competition produces acceptable outcomes for public 
policy. 

So I agree with your concern, and we share an obligation with 
you to fix that as we reform the system. And I just want to under- 
score what you said, because I think you are right that, you know, 
sort of a test of credibility is the ability to look back honestly, inde- 
pendent judgment about what exactly caused this crisis, and that 
will provide the necessary foundation for us in figuring out how to 
fix it going forward, and the process that the Banking Committees 
and other committees are working through in the Senate and the 
House will begin the process of bringing in a whole range of outside 
experts to contribute testimony and analysis to that assessment. 
But it is a critically important thing to do and a test of the credi- 
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bility of any country, and we are generally good at that, at doing 
that as a country. 

Chairman Conrad. Thank you, Senator. 

Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chair, and I cer- 
tainly applaud the administration on putting forward a budget that 
seeks to address the incredible mess created over the last 8 years 
and to reposition America in terms of energy and education and 
health care to be much more successful down the road. 

I wanted to ask a couple questions as we go about that task, and 
one is — and I am referring to an article — David Smick wrote an op- 
ed a couple days ago in the Washington Post, and he noted one of 
the challenges we face — and it certainly would seem relevant to the 
public-private partnership goal of removing toxic assets from the 
banking system — is that the assets are worth, if you will, in a mar- 
ket sense 5 to 30 cents, but that to make the banks stable and suc- 
cessful, one would need to pay 50 to 60 cents. That is quite a gap, 
and how does one attract a private partnership into that kind of 
scenario where they might need to pay far more than the assets 
are worth? And how does one go about tackling that? I recognize 
this is an inherent dilemma you are working night and day to fig- 
ure out. 

Secretary Geithner. Well, you are right about the problem, and 
the challenge is to try to make sure that with Government financ- 
ing — which financing is not available in these markets now — to 
provide a market clearing mechanism for these assets. And our 
judgment is that, again, we can provide some Government capital 
and some Government financing, that you are going to provide 
something that does not now exist, which is a way for this to start 
get clearing. 

Now, again, what is sort of burdening the system now is the fact 
that there is really no financing available, no market for these as- 
sets, and, therefore, no real ability for banks that need to get rid 
of these things and do so in a way that is sort of sensible and effec- 
tively. But then this plan will address that. 

I would not agree, though, with the precise example that you 
used in terms of about what the price is of this and what is nec- 
essary to achieve this. But what we need to do is to get those mar- 
ket prices up again by making financing available. You want to 
make sure banks have a greater incentive to get rid of those assets. 

Senator Merkley. If I understand your point, to some degree the 
lower market valuation now is the result of the lack of demand, 
which is driven by the lack of credit to drive or clear the market. 
Is that a fair way to put it? 

Secretary Geithner. Again, that is a key thing. Just to take the 
mortgage example as a simple example, if you had to sell your 
house tomorrow — not in 3 years, not after your kids go to college, 
but tomorrow, and nobody could get a mortgage, the price you 
would get would bear no realistic resemblance to what you might 
get in a normal condition. That is a simple explanation of what you 
are seeing across markets. 

And so providing the financing is a necessary — not a fully suffi- 
cient condition to do that. You know, the things that are driving 
uncertainty about the valuations is partly just concern about how 
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deep the recession is and uncertainty about what the losses might 
be in that context. But a big part of this is the absence of financ- 
ing. 

Senator Merkley. A second issue that has been raised is wheth- 
er bank bond holders, should participate in the pain, and on the 
positive side, that that participation is appropriate given the risk 
associated with their investment and the current status of the 
banks; and the opposite side, as I understand it, is that if the bond 
holders take a haircut, that it might decrease investment in other 
commercial or corporate bonds, damaging our effort to restore li- 
quidity. 

How do you see that balance in how we approach this? 

Secretary Geithner. It is not a close call, Senator. It is nec- 
essary to protect the financial system and get recovery back on 
track for the markets to understand that we will do what is nec- 
essary to make sure that these major institutions can meet their 
commitments. And everything we are doing in terms of making 
capital available where it is necessary, providing support in terms 
of liquidity, funding, and guarantees, is to underscore that commit- 
ment to make sure these institutions can meet their commitments. 
That is necessary for them to be in a position to help provide the 
credit necessary for recovery, and that objective has to guide every- 
thing we do. 

Senator Merkley. I appreciate your analysis. It is a little dif- 
ficult to explain this to taxpayers about why their investment to 
rescue the banks should not necessarily be in the front of the line, 
if you will, before the bond holders. 

Secretary Geithner. That is right, but, you know, our basic obli- 
gation again is to help protect the overall economy, the overall fi- 
nancial system, at least cost to the taxpayer. And I am very con- 
fident that that commitment I just described that the President 
said in public and we have all said publicly is the most effective, 
least cost way to the taxpayer for us to get out of this. 

Senator Merkley. To restore — to sustain and improve liquidity. 

Secretary Geithner. Exactly. The President said it best. Econo- 
mies recover, a well-functioning financial system, credit is the life- 
blood of any economy. 

Senator Merkley. Absolutely. 

Secretary Geithner. There is no path to recovery that does not 
start with a better foundation for the provision of credit. 

Senator Merkley. One of the things that is very frustrating to 
me is I think many of the circumstances we are in right now could 
be avoided had we had reasonable rules of the road at both the re- 
tail mortgage market and in terms of Wall Street supervision. And 
at the retail level, something that was troubling is that folks going 
to their real estate brokers had a lot of protection against conflicts 
of interest. But when they went to their mortgage broker, their 
mortgage broker was often paid significant sums if they could steer 
their client, if you will, and our homeowner into a more expensive 
loan. 

Is it time to end and outlaw steering payments? 

Secretary Geithner. You are absolutely right that this crisis in 
part was caused by basic failures of consumer protection. And for 
some of the reasons we just discussed, we allowed people in this 
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country to evade basic protections. And it is very important that we 
put in place a stronger set of basic rules of the road applied more 
evenly and enforced more carefully so that this thing does not hap- 
pen again. I completely agree with you. Of course, you want to do 
that in a way that is sort of careful and is going to be effective, 
but the basic principle is right. 

Senator Merkley. When you say you completely agree with me, 
does that include the detail that we should end steering payments? 
I like the word “completely,” by the way. 

Secretary Geithner. I meant to say I completely agree with the 
broad objective. I will look at that carefully. I do believe that the — 
I have to go back and look, but the Federal Reserve, in cooperation 
with the other supervisors, put out some very important provisions 
in terms of new regulations in the fourth quarter of last year that 
go some distance to addressing that problem. If they do not go far 
enough, we will take a careful look at how to fix that. 

Senator Merkley. Thank you. I would love to work with your 
team in terms of that rule of the road — I see I am over time now — 
and some other pieces of that consumer rule of the road. Thank you 
very much for your testimony. 

Chairman Conrad. Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. Secretary Geithner, 
it is good to have you here, and I know you have been logging some 
serious hours, and I think that was what Senator Graham was 
talking about, and he has got my sentiments exactly. 

Let me get into something that I think is positive news first. Yes- 
terday I got into the question of the Make Work Pay credit, helping 
low-income people pay for the higher costs of fuel that result under 
a cap-and-trade approach. And I was not completely satisfied by 
the answers, but after the meeting, I got some encouraging news, 
and I want to kind of review it with you. This involves essentially 
what is going to happen to the very poor who, in effect, do not file 
a tax form, and what kind of relief would be available to them. 

Now, my understanding, based on some discussions last night, is 
that the administration would be open to modifying the President’s 
Make Work Pay tax credit and would be willing to consider adding 
a low-income component that could provide some additional help 
through States human services agencies to address these kinds of 
concerns. I found those kinds of reports encouraging last night, and 
I want to give you a chance to convey some good news. 

Are you open to that kind of idea? 

Secretary Geithner. I am certainly open. I was not part of those 
conversations, but I will catch up to where you are and confirm 
your understanding. 

Senator Wyden. That would be very helpful. I would especially 
appreciate your listening to the good folks at the Center for Budget 
and Policy Priorities. They have got some very sensible ideas that 
I think are consistent with the administration’s approach in terms 
of the Make Work Pay credit. It is your desire to compensate peo- 
ple for the higher fuel costs. I am with you on that. But I think 
Bob Greenstein and the people at the Center for Budget and Policy 
Priorities have some very good ideas to complement what you are 
doing, will resolve the matter that became controversial yesterday, 
and that will be very constructive. 
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Let me ask you now a couple of questions with respect to AIG. 
In your view, does the Government have adequate legal authority 
to prevent future AIGs? 

Secretary Geithner. No. 

Senator Wyden. Given that, what steps are needed so that the 
Government does not face yet another all-time record bailout? In 
an area that to me is especially incomprehensible, when I think 
about the insurance function, I think about people selling insur- 
ance in my home State. It is all about managing risk. And they are 
stable operations, they are not investment houses, and nothing re- 
sembling what happened with AIG. So you have said the Govern- 
ment does not have adequate legal authority to prevent future 
AIGs. In your view, what is needed specifically to prevent a future 
debacle like this? 

Secretary Geithner. Many things. You have to start by making 
sure that institutions that pose potential risk to the stability of the 
system in the context of a shock like this have a strong oversight 
over them with sufficiently conservative constraints on risk taking 
so that they can withstand very severe stress. AIG was allowed to 
buildup without any effective supervision, to choose their super- 
visor, to attach a very risky business to a set of underlying very 
profitable healthy insurance companies, and that put us in the po- 
sition where we should never have been as a country. 

So you have to have a much stronger form of regulation over 
those institutions going forward, and you need to make sure that 
in the event, despite that they get themselves in the position where 
they are vulnerable, that we have the capacity to deal with those 
situations in a way that has a more effective balance for the tax- 
payers as a whole. 

So as Chairman Bernanke said 2 days ago or 3 days ago — and 
I have said publicly this many times in the past — we need a more 
effective resolution regime as well to deal with situations like this 
that could cause potential risk to the stability of the system. Those 
two things are necessary. The challenge is in getting it right, and 
we are going to work very closely with the Congress on making 
sure there are adequate tools in place, both to prevent it and to 
manage it more effectively if it happens. 

Senator Wyden. Will you propose a legislative and regulatory 
remedy to prevent future AIGs? 

Secretary Geithner. Yes. 

Senator Wyden. If so, when? 

Secretary Geithner. We have begun a process of consultation 
with the relevant committees. I am testifying in the House on the 
26th of March. Before that, we plan to lay out a set of relatively 
detailed concrete proposals to address just this issue. 

Senator Wyden. One question that is immediate, and I started 
getting into this with Chairman Bernanke. For the live of me, I 
cannot understand why the American people should not know who 
the counterparties are that have gotten these billions and billions 
of dollars through AIG. It has been pointed out in several places 
that it sure looks like some of this money is going outside the 
United States. Taxpayers are seeing billions sucked out this way, 
and for the life of me, I cannot understand why the American peo- 
ple do not have a right to know who the counterparties are. 
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Secretary Geithner. I know — I understand that view and I know 
that my colleague Chairman Bernanke and his colleagues are look- 
ing at how to be responsive to that concern. I know they are on it; 
they are looking at it. There is a delicate set of legal provisions 
around confidentiality which we have to figure out how to manage 
through. But I understand your concern. He is working on it. 

Senator Wyden. All right. I am going to be following up with you 
on that, because to keep the public in the dark on these 
counterparties does not pass the smell test, Mr. Secretary. And I 
am going to followup with you and, again, I appreciate the enor- 
mous time commitment that you have given, and we need it now. 
Thank you. 

Thank you, Mr. Chairman. 

Secretary Geithner. Senator, could I — Mr. Chairman, could I 
just say one last thing on this point? 

Chairman Conrad. Yes. 

Secretary Geithner. It is very important to clarify this. You 
know, when the Government has to act to preserve the stability of 
the system, we are not doing it for and did not in this context do 
it for those individual counterparties or because of concern about 
the direct effects on those counterparties if you were to see a dis- 
orderly unwinding of a firm that complicated and systemic. We are 
doing it because of the much harder to measure indirect effects on 
confidence and the confidence of all Americans and investors 
around the world in the basic stability of institutions in the types 
of insurance savings protections they bought. And it is those effects 
that are much more important in making the judgment about the 
stability of the system, but I understand your concern, and I know 
that my colleagues are working on how to make sure there is a 
level of transparency responsive to the public concern. 

Senator Wyden. The Chairman has just given me 2 seconds on 
that point. I think that is a legitimate argument, but to keep peo- 
ple completely in the dark as to who is being rescued and why, in 
my view, Mr. Secretary, is going to undermine the credibility that 
you are going to need in order to make additional reforms in the 
financial sector. So we are going to keep working with you on it. 

Thank you, Mr. Chairman. 

Secretary Geithner. I feel as strongly as you do. 

Chairman Conrad. Let me just say that the commitment we 
made to the Secretary’s people was we would get him out of here 
at 12:15, and we are close to that. I have one question that I would 
like to ask. 

You have talked about the out-years of the budget achieving defi- 
cits 3 percent of GDP. It is about that range that it is necessary 
to stabilize the debt. What would your recommendation be to us if 
the Congressional Budget Office comes back and says to us the 
deficits are not 3 percent of GDP in the out-years, but more like 
4 percent of GDP? 

Secretary Geithner. Of course, that would concern all of us, but 
you have to look at the sources of the difference in estimates before 
you figured out how we try to narrow that gap. It depends a little 
bit on the sources of the differences, and we would have to work 
through whether those differences are bridgeable. But I think that, 
you know, what matters is the policies we commit to, together with 
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the Congress, credible achieve sustainability, and sustainability 
has to be defined in that envelope around 3. 

Chairman Conrad. I would just say to you that my expectation 
is CBO is going to come back, and we will know in the days ahead 
what their prediction is. But my own view is it will probably be in 
that 4 percent of GDP range as they do their own rescoring of all 
of this. And so I think we have to be prepared for that. 

Senator Gregg had a final question as well. 

Senator Gregg. I have a series of quick questions. 

When you set up this effort, which is the public-private partner- 
ship to get toxic assets off the bank books, I presume what you are 
saying is that the Government will come in and essentially guar- 
antee that the private sector will not lose money on these assets 
and that the Government will also benefit in some way. And my 
question is twofold: 

How big a number do you expect to take off the books? And how 
do you plan to value those assets when you take them off the books 
and guarantee them? 

Secretary Geithner. We have said that we think that to be effec- 
tive in this context, we need to commit to do something in the 
range of financing available on the order of up to a trillion. We 
have to examine that over time. You will see us explain the details 
of that 

Senator Gregg. Will that be done by guarantees? 

Secretary Geithner. No, that would be the amount of financ- 
ing — 

Senator Gregg. Or insurance? 

Secretary Geithner. That is the amount of financing that we 
have to mobilize in this context. Now, on the valuation thing, this 
is very important. The virtue of this mechanism is that we are 
going to use a market-based mechanism to determine value of the 
assets, and that is important because we do not want to put the 
Government in the position where we are setting an artificially 
high price that will leave us with more risk than we think the tax- 
payer will bear. And so the virtue in this — again, just to step back, 
if you only act after institutions fail, if you only act after your are 
in a much deeper crisis, you do not have to worry about the valu- 
ation problem because, as you saw in the S&L crisis, at that point 
it is not a complicated question because at that point the Govern- 
ment just has to resolve the institution. 

What we are trying to do is much harder, is to act much more 
preemptively, way before we get to that point, for institutions that 
we believe are going to be viable, open, and a necessary part of our 
system going forward. But to do that effectively, we have to solve 
this valuation problem, and we think this market-based mecha- 
nism is going to be the best way to solve that problem at least cost 
to the taxpayer. 

Senator Gregg. Well, that is good. You have given us a number 
that you are working with, a trillion dollars. What is the risk to 
the taxpayer in that trillion dollars? Are we going to guarantee the 
trillion dollars that comes in? 

Secretary Geithner. No, no. That is 

Senator Gregg. Are we going to insure it or are we going to put 
a floor underneath? 
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Secretary Geithner. You know, it depends on the precise struc- 
ture and the amount of capital that we put in alongside the private 
capital. But the basic principle is we want to limit the downside 
exposure of the Government, and we want to make sure that we 
are sharing in any potential return on these assets. And that is a 
sort of simple, basic proposition because we are doing something 
that is beneficial for the system in these institutions. We want the 
Government to be able to share in the potential return on that, you 
know, as we do when we provide assistance to institutions gen- 
erally. 

Senator Gregg. Maybe I do not understand, but I presume the 
way you are going to get the private sector to participate is you are 
basically going to make it profitable to them, or at least potentially 
profitable to them, by removing their downside risk with taxpayer 
insurance. 

Secretary Geithner. They are going to have to take some risk, 
too. The precise mix of risk and return depends on the precise 
structure that we design and we lay out, and we are going to 
begin — as I say, we are going to begin that process relatively quick- 
ly by laying out publicly what we think is an appropriate structure 
for mobilizing as much private capital as we can with an appro- 
priate sharing of the risk and reward. But you are right, it is going 
to be a complicated balance to strike. But they will have to take 
risk, too, for it to work, and they are prepared to take some 

Senator Gregg. Well, when you announce this, do you expect 
that the public, the market, will immediately see that there will be 
participation of a trillion dollars’ worth of effort to try to clear up 
the toxic balance sheets? 

Secretary Geithner. I would say you will be able to see imme- 
diately the basics of the structure, and you will see a commitment 
to a level of financing which we think is very substantial. And our 
expectation is you are going to see — again, because we are pro- 
viding something the market cannot provide now, which is access 
to financing, we are going to see private capital come in. 

Senator Gregg. Up to a trillion dollar 

Secretary Geithner. No, the amount of capital from the private 
sector will not be in the range of the trillion. The trillion is the 
amount of financing that we are going to make available generally. 
The amount of private capital depends a little bit on how we design 
the precise 

Senator Gregg. Will this be done by the Fed, or will it be done 
by the Treasury? 

Secretary Geithner. This will require, given the basic authori- 
ties we have together, that we are working together with the Fed 
and the FDIC, and you will see us lay out the precise mix. 

Senator Gregg. And will this require any TARP III money? Or 
will you be able to do this within the resources you have? 

Secretary Geithner. We certainly can start it within the re- 
sources we have. 

Senator Gregg. Thank you. 

Chairman Conrad. Mr. Secretary, you know, you can see what 
this is like. You know? It is pretty intense at times, but I think 
very productive. And this represents the best of our democracy, 
having a serious debate about serious things. And you have done 
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a superb job. Markets are up over a hundred. I do not know if we 
can actually attribute that to 

Secretary Geithner. That is because of our shared commitment 
to fiscal responsibility over the medium term. 

Chairman Conrad. Yes, sir. And you know how I believe in this 
very, very deeply, as I know you do, and we have got an extraor- 
dinary responsibility, all of us collectively. And at some point in the 
future, we will be judged. We will be judged whether we were re- 
sponsible or not. And I know you want to be judged favorably, so 
do I, and I think every member of this Committee. We had very, 
very productive meetings yesterday at the White House with the 
President, the Vice President, and I think this was a very construc- 
tive meeting this morning. 

We are getting you out of here a little bit late. I apologize for 
that. We told your people we could get you out by 12:15, but it is 
12 : 20 . 

Thank you again for your excellent work, and we very much look 
forward to the unveiling of the additional plans and hope to have 
you back to help us better understand them. 

Secretary Geithner. I look forward to that, and thank you for 
what you both said. And, Senator Gregg, we share more in common 
than you believe on 

Senator Gregg. Is that because you went to school at Dart- 
mouth? 

[Laughter.] 

Secretary Geithner. You know, we are going to disagree on 
some things, but on this basic imperative of getting us back to the 
path of a sustainable fiscal position, we are absolutely committed 
to that. Absolutely committed. We may disagree on how best to get 
there, but we share that commitment. And I completely welcome 
your personal commitment to that basic objective as well as the 
Chairman’s. 

Senator Gregg. There is fertile ground here in this Senate, espe- 
cially between myself and the Chairman, for accomplishing that 
goal. 

Chairman Conrad. I thank the Secretary very much. 

The Committee will stand in adjournment. 

[Whereupon, at 12:22 p.m., the Committee was adjourned.] 




THE LONG-TERM BUDGET OUTLOOK 

THURSDAY, JULY 16, 2009 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 9 a.m., in room SD- 
608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman 
of the Committee, presiding. 

Present: Senators Conrad, Murray, Feingold, Nelson, Cardin, 
Whitehouse, Warner, and Gregg. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Cheri Reidy, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. 

I want to welcome CBO Director Elmendorf back to the Budget 
Committee. I also want to thank him and his very capable staff at 
CBO for shouldering one of the most crushing workloads that has 
ever been put on CBO as we consider so many different consequen- 
tial measures that have enormous fiscal effects, including health 
care, climate change, and the normal appropriations process. 

Dr. Elmendorf and his team should be commended for the ex- 
traordinary public service they are rendering. Whether we agree 
with every one of their scoring issues or not is not the point. There 
is always room for disagreement on scoring matters. What is crit- 
ical is that we have an objective scorekeeper here that is respected, 
and Dr. Elmendorf — and the team at CBO — is that independent 
scorekeeper, and they certainly have my respect. 

This hearing will focus on CBO’s long-term budget outlook, which 
was released last month. We have deferred this hearing so that the 
committees of jurisdiction working on health care would have the 
full attention of CBO, but we did not believe that this hearing 
could be further delayed given the importance of the message and 
the information that is contained in it. 

This first chart, updated with data from CBO’s new report, 
shows the outlook for Federal debt under CBO’s alternative fiscal 
scenario. It shows that we are on a completely unsustainable 
course. Over the next 50 years, with rising health care costs, the 
retirement of the baby-boom generation, and the permanent exten- 
sion of the 2001 and 2003 tax cuts, Federal debt will climb to more 
than 400 percent of the gross domestic product of the United 
States. 
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While the long-term debt trajectory is generally unchanged from 
CBO’s report in 2007, we can see that the debt explosion has been 
moved up in the intermediate term. This is primarily due to the 
financial crisis and recession and the Federal response to them. 
Debt held by the public is now projected to reach 100 percent of 
gross domestic product by 2023, 7 years earlier than previously 
projected. 
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pource: CBO Long-Term Budget Outlook, June 2009 
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Rising health care costs remain the biggest threat to the Federal 
budget. These rising health costs are exploding the cost of Federal 
health programs, and private sector health spending is also explod- 
ing. According to CBO’s report, taken together, public and private 
health care spending will reach 38 percent of GDP by 2050. That 
is more than one in every three dollars in this economy just going 
for health care, and that is a completely unsustainable trajectory. 





Public and Private Spending 
on Health Care in U.S, 


We can reform our health care system without harming the qual- 
ity of care. The Dartmouth study found that as much as 30 percent 
of health spending may not contribute to better health care out- 
comes. Here is what they found. 





0 Percent of Health Spending May No 
Contribute to Better Health Outcomes 

“Although many Americans believe more 
medical care is better care, evidence 
indicates otherwise. Evidence suggests 
that states with higher Medicare spending 
levels actually provide lower quality care... 

We may be wasting perhaps 30% of U.S. 
health care spending on medical care that 
does not appear to improve our health.” 

- Dr, Elliott Fisher, Dartmouth Medical School 
“More Care is Not Better Care," 


NIHClvl Foundation s Expert Voices 
January 2005 


Americans believe that more medical care is better care, but the 
evidence indicates otherwise. Evidence suggests that States with 
higher Medicare spending levels actually provide lower-quality 
care. We may be wasting perhaps 30 percent of health care spend- 
ing on medical care that does not appear to improve our health. 

Senator Gregg and I asked the Congressional Budget Office to 
provide its best analysis of reform options that get at this long- 
term cost issue. Here are the key findings. 
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Key Findings in CBO Letter to Conrad-Gregg 
on Health Reform and Long-Term Budget 

• Without fundamental changes in organization and delivery 
of care, expanding coverage will worsen long-term outlook 

• Paying for reform over 10 years does not guarantee long- 
term savings 

• Focus should be on savings within health system that will 
grow over time 

• Government has two powerful levers for controlling costs: 
changing Medicare payment rules and limiting tax exclusion 
for employer-sponsored insurance 

• Identifying savings “game changers” will take time and 
experimentation 

- CBO Letter to Senate Budget Committee Chairman Kent Conrad <D-ND) 
and Ranking Member Judd Gregg (R-NH) 

June 16 r 2009 


One, without fundamental changes in the organization and deliv- 
ery of care, expanding health insurance coverage will worsen the 
Nation’s long-term budget outlook. 

Two, paying for reform over 10 years does not guarantee long- 
term savings. CBO noted the planned expansion of coverage would 
be phased in over 10 years, so the full cost would not be apparent 
until later. 

Three, the focus should be on savings within the health care sys- 
tem that will grow over time. CBO emphasized that any offsetting 
savings enacted outside the health system will likely fail to keep 
up with the rising costs of health care. 

Four, the Government has two powerful levers for controlling 
costs: changing Medicare payment rules and limiting the tax exclu- 
sion for employer-sponsored health insurance. 

And, finally, fifth, identifying savings game changers will take 
time and experimentation. 

I hope my colleagues are paying attention to these important 
findings as we move forward with health care reform. 

In addition to health care costs, we also face a demographic chal- 
lenge that is undeniable. According to this year’s Social Security 
Trustees report, the number of beneficiaries is projected to rise 
from roughly 40 million people this year to roughly 82 million in 
2050. That is a doubling over the next 40 years. And we also face 
a revenue challenge. The fact is our revenue system is outdated 
and inefficient. We are suffering from tremendous leakage from the 
tax gap, offshore tax havens, and abusive of tax shelters. I believe 
we are now collecting less than 80 percent of what is owed. We 
need comprehensive tax reform to bring clarity, efficiency, and fair- 
ness to the Tax Code and to improve our competitive position in 
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the world. We have a tax system that was designed at a time when 
we did not have to worry about our competitive position. We now 
do. 



3¥ Boom Generation Creates 
Demographic Tidal Wave 

Millions of people) 


2032 


li| Security fj st es p « 
•Iclarles ; 


Roughly 82 million 
retirees in 2050 


The former head of the GAO, former Comptroller General Walk- 
er, said about the need for more revenue, “You are going to need 
additional revenue; 18 percent of GDP won’t get the job done, even 
if you end up making entitlement restructuring and spending con- 
straint effective. The gap is just too great.” 
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ormer GAO Comptroller General Walke 
on Solving Nation’s Fiscal Problems 

“...[Y]ou’re going to need additional 
revenues - 18.2 percent of GDP won’t 
get the job done, even if you end up 
making entitlement restructuring and 
spending constraint. The gap is just 
too great. It’s going to have to be 
more than 18.2 [percent].” 

- Former Government Accountability Office 
Comptroller General David Walker 
Testimony before Senate Budget Committee 
January 11, 2007 


Putting the Nation back on a sound fiscal footing is not going to 
be easy. If it were easy, it would have already been done. But we 
have to act, and the CBO report summed it up well. It stated, and 
I quote, “The difficulty of the choices notwithstanding, CBO’s long- 
term budget projections make clear that doing nothing is not an op- 
tion. Legislation must ultimately be adopted that raises revenue or 
reduces spending, or some of both. Moreover, delaying action sim- 
ply exacerbates the challenge.” 




BO on Addressing Long-Term 
Budget Outlook 

The difficulty of the choices not 
withstanding, CBO’s long-term budget 
projections make clear that doing 
nothing is not an option: Legislation 
must ultimately be adopted that raises 
revenue or reduces spending or 
both. Moreover, delaying action simpl 
exacerbates the challenge...” 


-CBO’s Long-Term Budget Outlook 
June 2009 


I am going to end on that point and simply say that Senator 
Gregg and I have made a proposal about how to tackle these long- 
term issues. I am also announcing today that we are calling back 
the Deficit Reduction Caucus to action. We had a first meeting yes- 
terday. I am inviting members of both parties to join the Deficit 
Reduction Caucus. We are going to reinvigorate that effort, which 
was effective over a very long period of time in getting us back to 
balance in the 1990’s. I think it is timely that we restore a focus 
to deficit and debt reduction, and that will be the work of that cau- 
cus. 

So I invite members on both sides to join. Our intention will be 
to meet monthly and to develop a plan to address these long-term 
issues. The time for doing nothing has passed. 

With that, I turn to the very able Ranking Member, Senator 
Gregg. 

OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman. Let me join with you 
and, I think, all Members of the Senate in thanking the Director 
and the staff of CBO for the extraordinarily effective and profes- 
sional way you have handled the immense workload that has been 
put on you as a result of the health care — primarily, the health 
care bills being brought forward. And we certainly thank you on 
our side of the aisle for being fair and objective and being an hon- 
est umpire of the numbers, and that has been very important as 
we have proceeded here. 

I want to echo much of what the Chairman said. I think the key 
to what the Chairman said is that this issue of the deficit and the 
debt is spiraling our Nation downward to a point where we may 
not have fiscal sustainability. We are looking at basically a debt 
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which will exceed anything in our history other than during the pe- 
riod of World War II and a debt which has no end in sight. And 
as a result, we are basically headed on a path of financial bank- 
ruptcy for our children, and it is not right. And it is mostly being 
driven — although there is definitely a revenue component to this, 
it is mostly being driven on the spending side of the ledger. Spend- 
ing is growing from about 20 percent of the gross national product 
up to 24 or 25 or 26 percent of the gross national product. 

A large amount of that is driven, of course, by the health care 
and the demographic situation which we confront as a Nation, 
which is going to cause greater utilization of health care. And I 
think the key here is that as we look at all these health care bills, 
we have to put in place systems within these bills if we are going 
to pass health care reform which are going to lead to a long-term 
reduction in the rate of growth of health care spending in this 
country. And so far we have not seen that. At least we have not 
seen it, in my opinion, in the House bill, and we definitely did not 
see it in the bill reported out of the Committee which I serve on — 
Health, Education, Labor, and Pensions. In fact, just the opposite. 
That bill increases spending by $2.2 trillion over the first 10 years 
if you were to fully phase it in. And it increases spending in the 
second 10 years by more than $2 trillion. That is spending. Some 
of that is offset but not much. 

And as a very practical matter, you cannot grow the Government 
at that rate and catch your tail. You cannot keep up with the debt 
that will have to be added because the cost is just too high. And 
so we have got to come at this from a different direction, in my 
opinion. 

Now, you have outlined to us the two themes which we should 
be pursuing if we are going to effectively bend the out-year cost 
curve in a letter to myself and Senator Conrad, and those two 
themes were: 

One, that we need to change our tax policy relative to deduct- 
ibility of health insurance, which makes obvious sense. If you are 
incentivizing people to overutilize the system through the tax laws, 
you are driving up health care costs. And if you are looking for rev- 
enues to basically address the issue of the uninsured, you should 
look within the health community. And why should you be funding 
gold-plated health insurance policies? And so I greatly regret that 
there is a movement to take off the table one of the two items that 
you in your letter pointed out to us was most important for the 
purposes of controlling your health care costs, which is to basically 
make the deductibility of health insurance — high-end policies, espe- 
cially — bring those into the debate. And we should not take that off 
the table because I think your counsel there is excellent. 

The second, of course, was that the reimbursement system has 
to change, and there are a lot of different proposals out there to 
do that, but I tend to think the best way to accomplish that is by 
incentivizing both the user to pursue healthy lifestyles and the pro- 
vider to deliver quality at lower costs. And the way you incentivize 
people is with cash and creating systems which accomplish that. 

So I thank you for your counsel in this area, but I do not sense 
that your counsel is being taken. At least neither the House bill 
nor the bill reported by the HELP Committee addressed effec- 
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tively — in fact, did not address at all, the first point — it took that 
off the table — address effectively the two points which you have 
made for addressing — for bending the out -year cost curve of health 
care. 

And so I will be interested to hear what your thoughts are in 
that area, and we certainly appreciate your continued presentation 
to us of the information which is critical for us to make public pol- 
icy decisions. 

Thank you. 

Chairman Conrad. Thank you, Senator Gregg. And, again, Dr. 
Elmendorf, welcome back to the Budget Committee, and please pro- 
ceed with your testimony. 

STATEMENT OF DOUGLAS W. ELMENDORF, DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE 

Mr. Elmendorf. Thank you, Mr. Chairman, Senator Gregg, and 
members of the Committee. It is good to be back. I also want to 
thank you on behalf of my terrific colleagues for your appreciation 
and support for the work that we are doing. And I appreciate the 
opportunity to testify today about CBO’s most recent analysis of 
the long-term budget outlook. 

Under current law, the Federal budget is on an unsustainable 
path. Federal debt will continue to grow much faster than the econ- 
omy over the long run. Although great uncertainty surrounds long- 
term fiscal projections, rising costs for health care and the aging 
of the population will cause Federal spending to increase rapidly 
under any plausible scenario for current law. Unless revenues in- 
crease just as rapidly, the rise in spending will produce growing 
budget deficits and accumulating debt that would cause substantial 
harm to the economy. 

This slide shows our projection of Federal debt relative to GDP 
under the two scenarios we model. Keeping deficits and debt from 
reaching these levels will require increasing revenues significantly 
as a share of GDP, decreasing projected spending sharply, or some 
combination of the two. 

Measured relative to GDP, almost all of the projected growth in 
Federal spending, other than interest payments on the debt, stems 
from the three largest entitlement programs; Medicare, Medicaid, 
and Social Security. For decades, spending on Medicaid and Medi- 
care have outpaced the economy. CBO projects that if current laws 
do not change, Federal spending on those two programs combined 
will grow from about 5 percent of GDP today to almost 10 percent 
by 2035. By 2080, the Government would be spending as much as 
a share of the economy on just these two major programs as it has 
spent on all of its programs and services in recent years. 

In our estimates, the increase in the spending for Medicare and 
Medicaid will account for 80 percent of the total spending increases 
of these three entitlement programs between now and 2035 and 90 
percent of spending growth between now and 2080. Thus, reducing 
overall Government spending relative to what would occur under 
current law would require fundamental changes in the trajectory of 
Federal health spending. Slowing the growth rate of outlays for 
Medicare and Medicaid is the central fiscal challenge. 
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Under current law, spending on Social Security is also projected 
to rise over time as a share of GDP, but much less sharply. CBO 
projects that Social Security spending will increase from less than 
5 percent of GDP today to about 6 percent in 2035 and then rough- 
ly stabilize at that level. 

Meanwhile, as shown in this slide — actually, I don’t think I 
have — sorry. As shown in this slide, Government spending on all 
activities other than Medicare, Medicaid, Social Security, and inter- 
est on the Federal debt is projected to decline or stay roughly sta- 
ble as a share of GDP in future decades. This is the collection of 
everything outside of these three large programs and interest that 
includes national defense and a wide variety of domestic programs. 
And under our projections that lead to those unsustainable debt 
paths, this spending actually is at or below the levels that we have 
experienced throughout the last several decades. 

Federal spending on Medicare and Medicaid and Social Security 
will grow relative to the economy both because health care spend- 
ing per beneficiary is projected to increase and because the popu- 
lation is aging. As shown in this slide, between now and 2035, 
aging is projected to make the larger contribution to the growth of 
spending for those three programs as a share of GDP. After 2035, 
continued increases in health care spending per beneficiary is pro- 
jected to dominate the growth in the spending for the three pro- 
grams. 

I should note that the current recession and policy responses 
have little effect on long-term projections of non-interest spending 
and of revenues, but they do matter for future interest spending. 
We estimate that in fiscal years 2009 and 2010 the Federal Gov- 
ernment will record its largest budget deficits as a share of GDP 
since shortly after World War II. As a result of those deficits, Fed- 
eral debt held by the public will soar from 41 percent of GDP at 
the end of fiscal year 2008 to more than 60 percent at the end of 
fiscal year 2010. This higher debt results in permanently higher 
spending to pay interest on that debt. Federal interest payments 
already amount to more than 1 percent of GDP. Unless current law 
changes, that share would rise to 2.5 percent by 2020. 

CBO’s long-term budget projections raise fundamental questions 
about economic sustainability. I return to the initial slide. If out- 
lays grew as projected and revenues did not rise at a corresponding 
rate, annual deficits would climb and Federal debt would grow well 
beyond our historical experience. Larger budget deficits would re- 
duce national savings, leading to more borrowing from abroad and 
less domestic investment, which in turn would depress incomes in 
the United States. Over time, the accumulation of debt would seri- 
ously harm the economy. 

Alternatively, if spending grew as projected and taxes were 
raised in tandem, tax rates would have to reach levels never seen 
in the United States. High tax rates would slow the growth of the 
economy, making the spending burden harder to bear. 

Policymakers could mitigate the economic damage from rapidly 
rising debt by putting the Nation on a sustainable fiscal course, 
which would require some combination of lower spending and high- 
er revenues than the amounts now projected. Making such changes 
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sooner rather than later would lessen the risks that current fiscal 
policy poses to the economy. 

Thank you. I am happy to take any questions. 

[The prepared statement of Mr. Elmendorf follows:] 
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Chairman Conrad, Senator Gregg, and Members of the 
Committee, thank you for inviting me to testify on the 
Congressional Budget Offices (CBOs) most recent anal- 
ysis of the long-term budget outlook. My statement 
describes the pressures facing the federal budget over the 
coming decades by presenting the agency’s current projec- 
tions of federal spending and revenues through 2080. 

Under current law, the federal budget is on an unsustain- 
able path — meaning that federal debt will continue to 
grow much faster than the economy over the long run. 
Although great uncertainty surrounds long-term fiscal 
projections, rising costs for health care and the aging of 
the U.S. population will cause federal spending to 
increase rapidly under any plausible scenario for current 
law. Unless revenues increase just as rapidly, the rise in 
spending will produce growing budget deficits and accu- 
mulating debt. Keeping deficits and debt from reaching 
levels that would cause substantial harm to the economy 
would require increasing revenues significantly as a per- 
centage of gross domestic product (GDP), decreasing 
projected spending sharply, or some combination of 
the two. 

Measured relative to GDP, almost all of the projected 
growth in federal spending other than interest payments 
on the debt comes from growth in spending on the three 
largest entitlement programs — Medicare, Medicaid, and 
Social Security. For decades, spending on the federal gov- 
ernment s major health care programs, Medicare and 
Medicaid, has been growing faster than the economy (as 
has health care spending in the private sector). CBO proj- 
ects that if current laws do not change, federal spending 
on Medicare and Medicaid combined will grow from 
roughly 5 percent of GDP today to almost 10 percent by 
2035 and to more than 17 percent by 2080. That projec- 
tion means that in 2080, without changes in policy, the 
federal government would be spending almost as much, 
as a share of the economy, on just its two major health 
care programs as it has spent on all of its programs and 
services in recent years. 

By CBOs estimates, the increase in spending for Medi- 
care and Medicaid as a share of GDP will account for 
80 percent of spending increases for the three entitlement 


1 . Those projections appear in Congressional Budget Office, The 
Long-Term Budget Outlook (June 2009). 


programs between now and 2035 and 90 percent of 
spending growth between now and 2080. Thus, reducing 
overall government spending relative to what would 
occur under current fiscal policy would require funda- 
mental changes in the trajectory of federal health spend- 
ing. Slowi ng the growth rate of outlays for Medicare and 
Medicaid is the central long-term challenge for federal 
fiscal policy. 

Under current law, spending on Social Security is also 
projected to rise over time as a share of GDP, albeit much 
less dramatically. CBO projects that Social Security 
spending will increase from less than 5 percent of GDP 
today to about 6 percent in 2035 and then roughly stabi- 
lize at that level through 2080. Under the assumptions 
used for CBOs long-term projections, government 
spending on activities other than Medicare, Medicaid, 
Social Security, and interest on federal debt — activities 
such as national defense and a wide variety of domestic 
programs — is projected to decline or stay roughly stable 
as a share of GDP in future decades. 

Federal spending on Medicare, Medicaid, and Social 
Security will grow relative to the economy both because 
health care spending per beneficiary is projected ro 
increase and because the population is aging. Spending 
on Medicare and Medicaid will be driven by both facrors, 
while Social Security spending will rise because of the 
populations aging. Between now and 2035, aging is pro- 
jected to make the larger contribution to the growth of 
spending for those three programs as a share of GDP. 
After 2035, continued increases in health care spending 
per beneficiary are projected to dominate the growth in 
spending for the three programs. 

The current recession has little effect on long-term pro- 
jections of noninterest spending and revenues. But CBO 
estimates that in fiscal years 2009 and 2010, the federal 
government will record its largest budget deficits as a 
share of GDP since shortly after World War II. As a result 
of those deficits, federal debt held by the public will soar 
from 41 percent of GDP at the end of fiscal year 2008 to 
60 percent at the end of fiscal year 2010. Higher debt 
results in permanently higher spending to pay interest on 
that debt (unless the debt is later paid off). Federal inter- 
est payments already amount to more chan 1 percent of 
GDP; unless current law changes, that share would rise to 
2.5 percent by 2020. 
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CBOs long-term budget projections raise fundamental 
questions about economic sustainability. If outlays grew 
as projected and revenues did not rise at a corresponding 
rate, annual deficits would climb and federal debt would 
grow significantly. Large budget deficits would reduce 
national saving, leading to more borrowing from abroad 
and less domestic investment, which in turn would 
depress income growth in the United States. Over time, 
the accumulation of debt would seriously harm the econ- 
omy. Alternatively, if spending grew as projected and 
taxes were raised in tandem, tax rates would have to reach 
levels never seen in the United States. High tax rates 
would slow the growth of the economy, making the 
spending burden harder to bear. Policymakers could miti- 
gate the economic damage from rapidly rising debt by 
putting the nation on a sustainable fiscal course, which 
would require some combination of lower spending and 
higher revenues than the amounts now projected. Mak- 
ing such changes sooner rather than later would lessen 
the risks that current fiscal policy poses to the economy. 

Alternative Scenarios for the 
Long-Term Budget Outlook 

Long-term projections rely on numerous assumptions 
about economic and fiscal factors, and many different 
assumptions are possible. In this report, CBO presents 
two scenarios that are based on alternative assumptions 
about the federal budget over the long term {see Table I): 

■ The “extended-baseline scenario” adheres most closely 
to current law, following CBOs 10-year baseline bud- 
get projections for the next decade and then extending 
the baseline concept beyond that 1 0-year window. 2 
The scenarios assumption of current law implies that 


2. CBOs baseline is a benchmark for measuring the budgetary 
effects of proposed changes in federal revenues or spending. It 
comprises projections of budget authority, outlays, revenues, and 
the deficit or surplus calculated according to rules sec forth in the 
Balanced Budget and Emergency Deficit Control Act of 1 985. 
Those projections are not intended to be predictions of future 
budgetary outcomes; rather, they represent CBOs best judgment 
of how economic and other factors would affect federal revenues 
and spending if current laws and policies did not change. 


many policy adjustments that lawmakers have rou- 
tinely made in the past will not occur. 

■ The “alternative fiscal scenario” represents one interpre- 
tation of what it would mean to continue todays under- 
lying fiscal policy. This scenario deviates from CBOs 
baseline even during the next 10 years because it incor- 
porates some policy changes that are widely expected to 
occur and that policymakers have regularly made in the 
past. Different analysts might perceive the underlying 
intention of current policy differently, however, and 
other interpretations are possible. 

CBO projects that under both scenarios, primary spend- 
ing — all spending except interest payments on federal 
debt — would grow sharply in coming decades relative to its 
historical relationship to GDP. Those projections are con- 
sistent with CBOs 2007 long-term budget outlook. Stim- 
ulus legislation and efforts to stabilize the financial markets 
will push primary spending up to 26 percent of GDP this 
fiscal year, the highest level since World War II; primary 
spending is projected to decline to 20 percent of GDP by 
fiscal year 2012. 

Under the extended-baseline scenario, primary spending 
would edge down further as a share of GDP for several 
years, to 19 percent. It would then begin a long-term 
upward trajectory, reaching 24 percent of GDP in 2035 
and 32 percent in 2080 {see Figure 1). Under the alterna- 
tive fiscal scenario, by comparison, primary spending 
would be about 2 percentage points higher as a share of 
GDP than in the extended-baseline scenario throughout 
the projection period {see Figure 2), 

If spending policies did not change and outlays indeed 
grew to the projected levels relative to the size of the 
economy, maintaining a sustainable budget path would 
require a similar rise in federal taxation. The recession 
has temporarily depressed revenues to an estimated 
16 percent of GDP in this fiscal year. But even typical 
revenue levels would be too low to support projected 
spending. Over the past half-century, total federal reve- 
nues have averaged about 18 percent of GDP — well 
below the level of projected spending under either 
scenario. 
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T able 1. 

Assumptions About Federal Spending and Revenue Sources Underlying CBO’s 
Long-Term Budget Scenarios 



Extended -Baseline Scenario 

Alternative Fiscal Scenario 

Medicare 

Assumptions About Spending 

As scheduled under current law 

Physician payment rates grow with the Medicare 

Medicaid 

As scheduled under current law 

economic index (rather than at the lower 
growth rates scheduled under the 
sustainable growth rate mechanism) 

As scheduled under current law 

Social Security 

As scheduled under current law 

As scheduled under current taw 

Other Spending Excluding Interest 3 

As projected in CBO’s 10-year baseline 

As projected in CBO’s baseline through 2011, 


through 2019, remaining thereafter at 

remaining thereafter at the projected 2009 


the projected 2019 level as a share 

level, minus stimulus and related spending, 


of GDP 

as a share of GDP 


Assumptions About Revenue Sources 

Individual Income Taxes 

As scheduled under current law 

Tax provisions in JGTRRA and EGTRRA are 

Corporate Income Taxes 

As scheduled under current law 

extended and AMT parameters are indexed 
for inflation after 2009 

As scheduled under current law 

Payroll Taxes 

As scheduled under current law 

As scheduled under current law 

Excise Taxes and Estate and Gift 

As scheduled under current law 

Constant as a share of GDP over the long term 

Taxes 

Other Revenues 

As scheduled under current law through 

As scheduled under current law through 2019, 


2019, remaining constant as a share of 

remaining constant as a share of GDP 


GDP thereafter 

thereafter 


Source: Congressional Budget Office. 


Notes: The extended-baseline scenario adheres closely to current law, following CBO’s 10-year baseline budget projections from 2009 to 
2019 and then extending the baseline concept for the rest of the projection period. The alternative fiscal scenario deviates from CBO’s 
baseline projections, beginning in 2010, by incorporating some changes in policy that are widely expected to occur and that policy- 
makers have regularly made in the past 

GDP = gross domestic product; JGTRRA = dobs and Growth Tax Relief Reconciliation Act of 2003; EGTRRA = Economic Growth and 
Tax Relief Reconciliation Act of 2001; AMT = alternative minimum tax. 
a. Federal spending on the refundable portions of the earned income tax credit and the child tax credit is not held constant as a percentage 
of GDP but instead is modeled with the revenue portion of the scenarios. 



837 



Actual ; Projected 


intermediate Term {2000 to 2035) 


Revenues 


Federal 
•st Spending 


Soda! Security 


Actual ■ Projected 


Long Term (1962 to 2080) 


Revenues 


Figure 1. 


Federal Revenues and Noninterest Spending, by Category, Under CBO's 
Extended-Baseline Scenario 


(Percentage of gross domestic product) 


Source: Congressional Budget Office. 


Notes: Spending in this figure excludes interest payments on the debt; hence, the gap between federal revenues and noninterest spending 
shown here does not equal the projected surplus or deficit. 


The extended-baseline scenario adheres closely to current law, following CBO’s 10-year baseline budget projections from 2009 to 
2019 and then extending the baseline concept for the rest of the projection period. 
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Figure 2. 

Federal Revenues and Noninterest Spending, by Category, Under CBO’s 
Alternative Fiscal Scenario 


(Percentage of gross domestic product) 
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Source: Congressional Budget Office. 

Notes: Spending in this figure excludes interest payments on the debt; hence, the gap between federal revenues and noninterest spending 
shown here does not equal the projected surplus or deficit 

The alternative fiscal scenario deviates from CBO's baseline projections, beginning in 2010, by incorporating some changes in policy 
that are widely expected to occur and that policymakers have regularly made in the past. 
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Figure 3. 

Federal Debt Held by the Public Under CBO’s Long-Term Budget Scenarios 

(Percentage of gross domestic product) 



Source: Congressional Budget Office. 

Note: The extended-baseline scenario adheres closely to current law, following CBO’s 10-year baseline budget projections from 2009 to 
2019 and then extending the baseline concept for the rest of the projection period. The alternative fiscal scenario deviates from CBO’s 
baseline projections, beginning in 2010, by incorporating some changes in policy that are widely expected to occur and that policy- 
makers have regularly made in the past. 


Under the extended-baseline scenario, revenues would 
reach higher levels relative to the economy than ever 
recorded in the nations history. That scenario assumes 
that reductions in tax rates enacted in 200 1 and 2003 will 
expire at the end of 2010 as scheduled under current law. 
It also assumes that the alternative minimum tax (AMT) 
will not be changed, and because its parameters are not 
indexed to inflation like most of the tax code, its reach 
would expand substantially over time.^ In addition, 
ongoing increases in real (inflation -adjusted) income 
would push taxpayers into higher income tax brackets. 
For all of those reasons, the extended-baseline scenario 
implies that federal revenues will grow somewhat faster, 
on average, than the economy — increasing from 
20 percent of GDP in fiscal year 2012 to 22 percent by 
2035 and 26 percent by 2080. But even if revenues rose 
to those unprecedented levels, they would not be suffi- 


3. The AMT is a parallel income tax system with fewer exemptions, 
deductions, and rates than the regular income tax. Households 
must calculate the amount of rax they owe under both the AMT 
and the regular income tax and pay the larger of the two amounts. 


dent to keep the budget in balance over the long term in 
that scenario. Federal debt held by the public would stay 
near 60 percent of GDP during the coming decade but 
then would turn upward and reach 79 percent of GDP by 
2035 (see Figure 3 and Table 2). In the absence of policy 
changes, by 2046 the ratio of debt to GDP would be 
higher than the level that the United States experienced 
shortly after World War II. 

Under the alternative fiscal scenario, by contrast, expiring 
tax provisions in the Economic Growth and Tax Relief 
Reconciliation Act of 2001 (EGTRRA) and the Jobs and 
Growth Tax Relief Reconciliation Act of 2003 
(JGTRRA) would be extended, and the AMT would be 
indexed to inflation. As a result, revenues would grow 
only slightly faster than the economy, equaling 22 per- 
cent of GDP by 2080. Slowly growing revenues com- 
bined with sharply rising expenditures would create an 
explosive fiscal situation. Under the spending and reve- 
nue policies incorporated in this scenario, federal debt 
would surpass 100 percent of GDP in 2023 and exceed 
200 percent of GDP by the late 2030s. 
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Table 2. __ 

Projected Federal Spending and Revenues Under CBO’s Long-Term 
Budget Scenarios 

(Percentage of gross domestic product) 

2009 a 2020 2035 2050 2080 

Extended- Baseline Scenario 


Primary Spending 

Social Security 4.8 

Medicare 6 3.5 

Medicaid 1.8 

Other noninterest spending 16.0 

Subtotal, primary spending 26.2 

Interest 1.2 

Total Spending 27.4 

Revenues 15.5 

Deficit (-) or Surplus 

Primary deficit or surplus -10.7 

Total deficit -11.9 

Debt Held by the Public 55 

Primary Spending 

Social Security 4.8 

Medicare 6 3.5 

Medicaid 1.8 

Other noninterest spending 16.0 

Subtotal, primary spending 26.2 

Interest 1.2 

Total Spending 27.4 

Revenues 15.5 

Deficit (-) or Surplus 

Primary deficit or surplus -10.7 

Total deficit -11.9 

Debt Held by the Public 55 


5.3 

6.0 

5.7 

6.1 

4.0 

6.9 

9.0 

13.5 

2.1 

2.8 

3.2 

3.7 

8.6 

8.5 

8.4 

8.4 

20.0 

24.1 

26.3 

31.7 

2.6 

3.3 

5.4 

11.9 

22.6 

27.4 

31.7 

43.7 

20.3 

21.8 

23.4 

25.9 

0.4 

-2.3 

-2.9 

-5.9 

-2.3 

-5.6 

-8.3 

-17.8 

56 

79 

128 c 

283 


Alternative Fiscal Scenario 


5.3 

6.0 

5.7 

6.2 

4.3 

7.2 

9.5 

14.3 

2.1 

2.8 

3.2 

3.7 

10.5 

10.4 

10.3 

10.3 

22.1 

26.4 

28.7 

34.4 

3.9 

7.5 

13.5 

30.3 

26.0 

33.9 

42.2 

64.7 

18.6 

19.2 

19.9 

21.9 

-3.5 

-7.2 

-8.8 

-12.5 

-7.4 

-14.6 

-22.2 

-42.8 

87 

181 c 

321 c 

716 


Source: Congressional Budget Office. 

Note: The extended-baseline scenario adheres closely to current law, following CBO’s 10-year baseline budget projections from 2009 to 

2019 and then extending the baseline concept for the rest of the projection period. The alternative fiscal scenario deviates from CBO’s 
baseline projections, beginning in 2010, by incorporating some changes in policy that are widely expected to occur and that policy- 
makers have regularly made in the past. 

a. Data for 2009 are on a fiscal year basis; ail other data are on a calendar year basis. 

b. Spending for Medicare is net of premiums and amounts paid by states from savings on Medicaid prescription drug costs. 

c. Such high levels of debt to GDP would have severe effects on the economy that are not illustrated here. For further discussion, see the 
section "The Economic Impact of Rising Federal Debt” on page 15. 
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Box 1. 

Calculating the Fiscal Gap 

One way to gauge the federal governments financial 
status is to examine projections of annual revenues 
and spending. Another way is to look at present-value 
measures that summarize the governments expected 
long-term flows of revenues and spending in a single 
number. (A present-value calculation adjusts future 
payments for the time value of money to make them 
comparable with payments today.) The fiscal gap is a 
present-value measure of the nation’s fiscal imbalance. 

That imbalance reflects federal shortfalls over a given 
period. It represents the extent to which the govern- 
ment would need to immediately and permanently 
raise tax revenues, cut spending, or use some mix of 


Federal Fiscal Imbalance Under 
CBO’s Long-Term Budget Scenarios 

(Percentage of gross domestic product) 

Projection Period Revenues Outlays Fiscal Gap 

Extended-Baseline Scenario 

25 Years (2009-2033) 21.6 23.7 2.1 

50 Years (2009-2058) 22.0 24.6 2.6 

75 Years (2009-2083) 22.7 25.9 3.2 


size of the economy) at the ei 
s at the beginning. 


The Congressional Budget Office (CBO) calculates 
the present value of a stream of future revenues by 
taking the revenues for each year, discounting each 
value to 2009 dollars, and then summing the result- 
ing scries. (CBO used a real [inflation-adjusted] dis- 
count rate based on the interest rate on debt held by 
the public, assumed to be 3.0 percent in the long 
term.) The same method is applied to the projected 
stream of outlays. 1 CBO also computes a present 
value for future gross domestic product (GDP) so it 
can calculate the present value of outlays and reve- 
nues as a share of the present value of GDP (see the 
table at the right). 


rent share of gross domestic product (GDP), the present 
value of outlays is adjusted to account for that change in the ; 
debt. Specifically, the current debt is added to the outlay 
measure, and the present value of the target end-of-period 
debt is subtracted. (The end-of-period debt is equal to GDP 
in the last year of the period multiplied bv the 2008 ratio of ' 
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Returning the Budget to a 
Sustainable Path 

How much would policies have to change to avoid unsus- 
tainable increases in government debt? A useful answer 
comes from looking at the so-called fiscal gap. The 
gap measures the immediate change in spending or reve- 
nues that would be necessary to produce the same debt- 
to-GDP ratio at the end of a given period as prevailed at 
the beginning of the period. Under the extended-baseline 
scenario, the fiscal gap would amount to 2.1 percent of 
GDP over the next 25 years and 3.2 percent of GDP over 
the next 75 years. In other words, under chat scenario 
(ignoring the effects of debt on economic growth), an 
immediate and permanent reduction in spending or an 
immediate and permanent increase in revenues equal to 
3.2 percent of GDP would be needed to create a sustain- 
able fiscal path for the next three-quarters of a century. If 
the policy change was not immediate, the required per- 
centage would be greater. The fiscal gap is much larger 
under the alternative fiscal scenario: 5.4 percent of GDP 
over the next 25 years and 8. 1 percent over the next 
75 years. (For information about how CBO makes those 
estimates, see Box 1.) 

Long-term budget projections require a stable economic 
backdrop. For these projections, CBO assumed that even 
a large increase in federal debt would not affect economic 
growth or real rates of interest after the first 10 years. 4 
However, if debt actually increased as projected under 
either scenario, interest rates would be higher than other- 
wise and economic growth would be slower. The rising 
debt would reduce the size of the domestic capital stock 
(businesses’ equipment and structures as well as housing) 
and decrease U.S. ownership of assets in other countries 
while increasing foreign ownership of assets in the United 
States. Those changes would slow the growth of gross 
national product (GNP) and, as the debt burden rose, 
could eventually lead to a decline in economic output.^ 
The effects would be most striking under the alternative 
fiscal scenario. In CBO s estimation, the increase in debt 
under that scenario would reduce the capital stock by 
more than 20 percent and real GNP by 9 percent in 
2035, compared with the levels that would occur if the 


4. For a description of the model underlying CBO’s projections, see 
the June 2009 background paper CBO’s Long-Term Model: An 
Overview. 


debt remained roughly at its current size relative to the 
economy. Under the extended-baseline scenario, federal 
debt would be less threatening in the near term but 
would lead to significant economic harm in the long run. 
Those economic effects mean that actual fiscal pressures 
under current laws and policies would be even greater 
than CBO’s long-term budget projections suggest, 
because slower growth would limit revenues and a smaller 
capital stock would imply higher interest rates on govern- 
ment debt and other financial instruments. 

Holding down the spiraling levels of debt projected 
under either scenario could therefore result in significant 
economic benefits. However, accomplishing that goal 
would require some combination of substantial revenue 
increases and substantial spending decreases relative to 
current law. Those changes would have their own eco- 
nomic and social costs. 

One policy that would prevent the increase in debt would 
be to raise revenues in line with the projected rise in 
spending. As evidenced by the estimated fiscal gap, the 
required increase in revenues under that approach would 
be large. If the increase occurred through higher marginal 
tax rates, incentives to work and save would be reduced 
and economic growth would slow. 

An alternative policy would be to hold the growth of 
spending in line with the growth of the economy. That 
approach would require significant changes in the 
Medicare and Medicaid programs. Many experts believe 
that a substantial share of spending on health care con- 
tributes little, if anything, to the overall health of the 
nation, so changes in government policy have the poten- 
tial to yield large reductions in federal spending without 
harming health. However, translating that potential into 
reality would require tough choices. It would ultimately 
depend on policymakers’ willingness to put ongoing pres- 
sure on the health sector to achieve efficiencies in the 
delivery of health care. 


5- Gross national product measures the income of residents in the 
United States after deducting net payments to foreigners. Gross 
domestic product, by contrast, measures the income that is gener- 
ated by the production of goods and services on U.S. soil, includ- 
ing production financed by foreign investors. Because rising 
deficits generally increase borrowing from foreigners, GNP is a 
better measure of the economic effects of deficits than is GDP 
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Table 3. 

Shares of the Growth in Spending for 
the Three Largest Entitlement 


Programs 

Percentage of Growth 

For the 2009-2035 Period 


Medicare and Medicaid 

80 

Social Security 

20 

For the 2009-2080 Period 


Medicare and Medicaid 

90 

Social Security 

10 


Source: Congressional Budget Office. 

Reducing other federal spending significantly below the 
baseline levels would be difficult as well. Spending on 
Social Security has risen from almost 4 percent of GDP 
in the 1970s to almost 5 percent today and will increase 
ro 6 percent in 2035 as the baby boomers retire. Other 
nonheakh, noninterest spending averaged almost 14 per- 
cent of GDP in the 1970s but has shrunk to about 
10 percent of GDP over the past 15 years — aside from 
the current burst of spending in response to the recession 
and the financial crisis. Such spending is projected to 
decline further over time in CBOs 10-year baseline. 

From a purely economic perspective, slowing the growth 
of spending would generally impose smaller costs than 
boosting tax rates, although that conclusion is somewhat 
sensitive to the specific measures that would be adopted. 
From a broader social perspective, citizens and policy- 
makers need to judge the importance of various govern- 
ment programs and the costs of restraining spending on 
health care, retirement benefits, defense, and so on. That 
is, lower levels of spending would help address the fiscal 
sustainability problem, but society would have to make 
difficult choices about which programs to scale back. The 
difficulty of the choices notwithstanding, CBOs long- 
term budget projections make clear that doing nothing is 
not an option: Legislation must ultimately be adopted 
that raises revenue or reduces spending or both. More- 
over, delaying action simply exacerbates the challenge, as 
is discussed below. 


The Outlook for Federal Spending 

For much of its history, the United States devoted only a 
small fraction of its resources to the activities of the fed- 
eral government, apart from fighting wars. But the sec- 
ond half of the 20th century was a period of sustained 
higher federal spending during peacetime. Over the past 
50 years, primary federal outlays (which exclude interest 
spending) have averaged 1 8 percent of GDR In fiscal 
years 2009 and 2010, spending on stimulus legislation 
and on efforts to stabilize the financial markets will result 
in unusually high outlays (primary spending will account 
for 26 percent of GDP in fiscal year 2009), but outlays 
are projected to fall back near their historical average after 
a few years. 

In later years, primary spending rises again in both of 
CBOs long-term budget scenarios. Under the extended- 
baseline scenario, primary spending would increase from 
20 percent of GDP in fiscal year 201 2 to 24 percent by 
2035 and 32 percent by 2080. Primary spending would 
be even higher under the alternative fiscal scenario, reach- 
ing 26 percent of GDP by 2035 and 34 percent by 2080. 
Those higher levels occur largely because the alternative 
fiscal scenario assumes greater spending on federal pro- 
grams other than Medicare, Medicaid, and Social Secu- 
rity than the extended-baseline scenario does. 

Outlays for Medicare, Medicaid, and 
Social Security 

Over the pasr 50 years, federal spending has increased as a 
percentage of GDP and its composition has changed dra- 
matically. Spending for mandatory programs has grown 
from about 30 percent of noninterest outlays in the early 
1960s to about 60 percent in recent years. Most of that 
growth has been concentrated in the three largest entitle- 
ment programs: Medicare, Medicaid, and Social Security. 
Together, federal outlays for those three programs have 
accounted for roughly 45 percent of primary federal spend- 
ing over the past 10 years, up from 25 percent in 1975. 

In the future, projected growth in entitlement spending 
explains almost all of the projected growth in total non- 
interesr spending— -and the two big government health 
care programs largely drive that increase. Medicare and 
Medicaid are responsible for 80 percent of the growth in 
spending on the three largest entitlements over the next 
25 years and for 90 percent of that growth by 2080 (see 
Table 3). CBO projects that net federal spending on 
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Medicare and Medicaid will rise from about 5 percent of 
GDP in fiscal year 2009 to about 10 percent in 2035 and 
over 17 percent in 2080.^ Spending on Social Security is 
projected to rise at a much slower pace, from almost 
5 percent of GDP in 2009 to about 6 percent in later 
years. 

Two factors account for the projected growth in the gov- 
ernment s three largest entitlement programs: the aging of 
the population and the rapid growth of per capita health 
care costs. The retirement of the baby-boom generation 
(the large group of people born between 1 946 and 1 964) 
portends a long-lasting shift in the age profile of the U.S. 
population. That shift will substantially alter the balance 
between the populations working-age and retirement-age 
segments. The share of people age 65 or older is projected 
to grow from 13 percent in 2008 to 20 percent in 2035, 
while the share of people ages 20 to 64 is expected to fall 
from 60 percent to 55 percent. In later decades, the aging 
of the population will continue — but at a slower rate — 
because of increasing life expectancy. 

For Social Security, aging of the population will drive the 
growth of spending as a share of GDP Benefits are based 
on an individuals earnings and are indexed to wage 
growth, implying that program spending as a share of 
GDP is not very sensitive to overall economic growth. 
CBO projects that the number of workers per Social 
Security beneficiary will decline significantly over the 
next three decades: from about 3.1 in 2008 to 2.0 in 
2035. Unless immigration, fertility, or mortality rates are 
markedly different than assumed in these projections, 
that number will continue to drift downward slightly 
after 2035. 

Both aging and excess cost growth will push up federal 
spending for Medicare and Medicaid as a share of GDP 
because growing numbers of elderly people will need 
increasingly expensive health care. The rapid growth of 
health care costs in the past few decades is the starting 
point for projections of health care costs in the future. 
Since 1975, policy changes and other factors have caused 
annual costs per Medicare enrollee to grow an average of 


6. Those figures are net of premiums paid by Medicare beneficiaries 
and amounts paid by the states representing part of their share of 
the savings from shifting some Medicaid spending for prescription 
drugs to Part D of Medicare. 


2.3 percentage points faster than per capita GDP — a dif- 
ference referred to as excess cost growth. Over the same 
period, excess cost growth for Medicaid has averaged 
1.9 percent. (Those numbers reflect adjustments for 
changes in the age distribution of the beneficiary popula- 
tion.) In its long-term projections, CBO assumes that 
rates of spending growth for Medicare and Medicaid will 
moderate to some degree even if federal laws are not 
changed/ 

Between now and 2035, an aging population — driven by 
both the retirement of the baby-boom generation 
and increases in life expectancy — explains 64 percent 
of spending growth i n Medicare, Medicaid, and 
Social Security. It explains all of the growth in Social 
Security spending and 44 percent of the growth in spend- 
ing on Medicare and Medicaid over that period. 

In the long term, by contrast, growth in health care 
spending per beneficiary is a more important factor than 
population aging. Excess cosr growth explains 56 percent 
of the projected growth in spending, as a percentage of 
GDP, on the three largest entitlement programs between 
now and 2080. It explains none of the projected growth 
in Social Security but 70 percent of that in Medicare and 
Medicaid. (For further discussion of the relationship 
between the aging of the population, rising health care 
spending, and federal outlays on Medicare, Medicaid, 
and Social Security, see Box 2.) 

Spending for Social Security is identical under the 
assumptions of the extended-baseline and alternative 
fiscal scenarios, and spending for Medicaid is nearly 
identical. In the case of Medicare, however, the different 
assumptions underlying the scenarios lead to different 
views of the future path of spending. Because the 
extended-baseline scenario assumes that current law pre- 
vails, it anticipates that Medicare s sustainable growth rate 
mechanism will reduce payment rates for physicians by 
21 percent in 2010 and then by a further 4 percent or 
5 percent annually for at least the next few years. How- 
ever, since 2003, the Congress has acted to prevent such 
reductions. Therefore, under the alternative fiscal 


7. See “Underlying Assumptions for CBO s Projections of Health 
Care Spending” in Congressional Budget Office, The Long-Term 
Budget Outlook (June 2009), p- 28, 
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Effect of Aging 
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How the Aging of the Population and Excess Cost Growth Affect 
Federal Spending on Medicare. Medicaid, and Social Security 


Identifying the interaction separately from the direct 
; effects of aging and excess cost growth gives a slightly : 
different perspective. By 2035, aging alone accounts : 
for 56 percent of the projected growth in spending 
for the three entitlement programs. Excess cost 
growth accounts for another 32 percent, and the 
interaction between the two factors causes the 
remaining 1 1 percent. For the period through 2080, 
the picture changes, as aging accounts for 32 percent 
of the increase in spending, excess cost growth 
accounts for 4 1 percent, and the interaction effect 
contributes 26 percent. 

Excess cost growth is the primary factor driving the 
growth of federal spending on Medicare and Medic- i 
aid, even over the intermediate term. By 2035, excess : 
cost growth by itself accounts for 46 percent of pro- ; 
jected growth in federal spending on those two pro- 
grams. Adding in that factor's share of the interaction 
raises the contribution of excess cost growth to 
56 percent. The figure for excess cost growth alone is 
i similar in the long term and in the intermediate term 
(49 percent by 2080 and 46 percent by 2035). But 
with its share of the interaction included, excess cost ; 
growth is responsible for 70 percent of the projected 
growth in federal health care spending by 2080. 


Explaining Projected Growth in 
Federal Spending on Medicare, Medicaid, and 
Social Security by 2035 and 2080, by Source 


Aging interaction Gro\ 
Separating the Interaction 

Medicare, Medicaid, Social Security - 


Excess Cost 
Growth 


2035 

56: 

11 

32 

2080 

32 ; 

26 

41 



Medicare and Medicaid 


2035 

37 i 

16 

46 ; 

2080 

21; 

31 

49: 



Allocating the Interaction 


Medicare, Medicaid, Social Security 

2035 

64: 

n.a. 

36 

2080 

44 : 

n.a. 

56 1 



Medicare and Medicaid 


2035 

44 

n.a. 

56: 

2080 

30: 

n.a. 

70 


Source: Congressional 8udget Office. 

; Notes: Social Security has a larger effect on the share of 

spending growth attributable to aging than might be 
expected given the sue of the program’s spending reia- ; 
tive to that of Medicare and Medicaid. Social Security 
spending as a share of GDP would decline relative to 
current levels if the 2010 age distribution of the popula- 
tion were to persist, because that distribution would 
imply a larger labor force and a smaller retiree popula- ; 
tion in the future. 


n.a. = not applicable.- 
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scenario, Medicare’s physician payment rates are assumed 
to grow at the same rate as the Medicare economic index 
(which measures inflation in the inputs used for physi- 
cians’ services). The difference in spending for Medicare 
under the two scenarios amounts to less than 1 percent of 
GDP throughout the projection period. 

Although the trust funds for Medicare and Social Secu- 
rity would become insolvent under the ex tended- baseline 
and alternative fiscal scenarios, both scenarios assume 
that those two programs will continue to pay benefits as 
currently scheduled. 8 (Spending for some parts of Medi- 
care comes from general funds with no connection to the 
trust funds, and Medicaid has no underlying trust fund.) 

Other Federal Spending 

A larger difference between the scenarios involves the 
assumption about federal spending for everything other 
than Medicare, Medicaid, Social Security, and interest 
on the public debt. In CBO’s baseline, spending associ- 
ated with stimulus legislation and efforts to stabilize the 
financial markets either expires under law or is explicitly 
assumed to be temporary and not to recur; most of the 
rest of the spending in this category increases roughly 
with inflation and thus shrinks as a share of GDP over 
the 10-year budget window. Therefore, in the baseline, 
such “other federal spending” (apart from the stimulus 
and related legislation) is 10.5 percent of G DP in fiscal 
year 2009 and 8.6 percent in fiscal year 2019. 

Under the extended-baseline scenario, other federal 
spending remains at about 8.6 percent of GDP from 
2020 onward — except for the declining impact of refund- 
able tax credits. Under the alternative fiscal scenario, 
other federal spending follows the baseline through 20.1 1 
and remains close to 10.5 percent of GDP throughout 
the remainder of the projection period. That level 
roughly equals such spending in fiscal year 2009 minus 
spending associated with stimulus legislation and efforts 
to stabilize the financial system, which are assumed to be 
unusual, short-term undertakings. 


8. The balances of those trust funds represent the total amount that 
the government is legally authorized to spend on each program. 
For a fuller discussion of the legal issues related to trust fund 
insolvency, see Congressional Research Service, Social Security: 
What Would Happen If the Trust Funds Ran Out ? RL335 14 
(updated April 25, 2008). 


The Outlook for Revenues 

Like federal spending, revenues have been significantly 
higher in the past half-century than in previous eras. 
Since 1959, they have fluctuated between 16 percent and 
21 percent of GDP, averaging about 18 percent. And just 
as spending priorities have changed during that period, 
the composition of revenues has shifted. Receipts from 
social insurance payroll taxes (for Social Security, Medi- 
care, unemployment insurance, and retirement programs 
for federal civilian employees) have grown along with the 
size of the underlying programs, producing a larger share 
of total revenue. At the same time, the shares of revenue 
contributed by corporate income taxes and excise taxes 
have declined. 

Federal revenues totaled 17.7 percent of GDP in fiscal 
year 2008. Because of the recession and the tax reduc- 
tions provided in stimulus legislation, CBO expects reve- 
nues to decline sharply in fiscal year 2009, to 15.5 per- 
cent of GDP. However, under CBOs 1 0-year baseline, 
revenues are projected to rebound over the next decade as 
the economy improves, the tax cuts in EGTRRA and 
JGTRRA expire as scheduled, and a growing number of 
taxpayers become subject to the alternative minimum tax. 
As a result, revenues are projected to equal 19.6 percent 
of GDP in fiscal year 2012 and 20. 1 percent in fiscal year 
2015. 

Under the extended-baseline scenario, revenues would 
continue to rise gradually thereafter, reaching 22 percent 
of GDP by 2035 and 26 percent by 2080. Thar increase 
occurs because real growth in income pushes people 
into higher income tax brackets over time. Moreover, 
in flat ion- related increases in income make more income 
subject to the AMT over time. As a result, the effective 
marginal tax rate on labor income would rise from 
29 percent today to about 34 percent by 2035 and 
35 percent by 2080. Average tax rates — that is, taxes as a 
share of income — would rise as well, and there would be 
a significant change in the way the overall tax burden was 
distributed among households. Under the extended - 
baseline scenario, the cumulative effccrs of inflation 
would make almost half of all households subject to the 
AMT by 2035 and nearly three-quarters subject to it by 
2080. Currently, only 3 percent of households are subject 
to the AMT. 
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Under the alternative fiscal scenario, the expiring tax pro- 
visions in EGTRRA and JGTRRA would be extended, 
and the parameters of the AMT would be indexed to 
inflation after 2009. Consequently, revenues would grow 
more slowly over the long term than in the other sce- 
nario, but they would still increase gradually relative to 
GDP because of the effects of real income growth. The 
effective marginal tax rate on labor income would rise to 
about 30 percent in 2035 and to 33 percent in 2080. Tax 
receipts would reach only 18 percent of GDP in 2012 
and then gradually rise to 22 percent of GDP by 2080, 

4 percentage points lower than in the extended-baseline 
scenario. 

The Accumulation of Federal Debt 

For a path of spending and revenues to be sustainable, 
debt must eventually grow no faster than the economy. 
Persistent annual deficits lead to larger and larger 
amounts of debt, which in turn require more spending 
for interest payments on that debt. Thus, even moderate 
primary deficits (deficits excluding interest costs) can lead 
to unsustainable growth in federal debt. 

A useful barometer of fiscal policy is the amount of gov- 
ernment debt held by the public as a percentage of GDP. 
(For a discussion of why such debt is important, see 
Box 3.) That debt stood at 41 percent of GDP at the end 
of fiscal year 2008, a litrlc above the 40-year average of 
36 percent, CBO projects that in the next few years, defi- 
cits will be extraordinarily high by historical standards — 
almost 12 percent of GDP in fiscal year 2009 and almost 
8 percent in fiscal year 2010. As a result, debt will grow to 
60 percent of GDP by the end of fiscal year 2010. 

Under the assumptions of the extended-baseline scenario, 
annual deficits would fall below 2 percent of GDP by 
fiscal year 2013. Debt would remain roughly stable as a 
share of GDP for the next decade. After that, however, 
growing spending on Medicare, Medicaid, and Social 
Security would lead to higher deficits, and debt would 
once again increase faster than the economy. By 2035, it 
would equal 79 percent of GDP. Federal debt peaked 
at 113 percent of GDP shortly after the end of World 
War II, a mark that would be passed in 2046 under the 
extended-baseline scenario. 


Under the alternative fiscal scenario, deficits would 
decline for a few years after 2009 but then grow quickly 
again. By 2019, debt would reach 83 percent of GDP. 
After that, the spiraling costs of interest payments would 
swiftly push debt to unsustainable levels. Debt would 
exceed its historical peak of 1 13 percent of GDP by 2026 
and would reach 200 percent of GDP in 2038. 

Many budget analysts believe that the alternative fiscal 
scenario presents a more realistic picture of the nation s 
underlying fiscal policy than the extended-baseline sce- 
nario does — because, for example, it does not allow the 
impact of the AMT to expand substantially. To the extent 
that such a belief is valid, the explosive path of federal 
debt under the alternative fiscal scenario underscores the 
need for large and rapid corrective steps to put the nation 
on a sustainable fiscal course. 

Moreover, CBO s projections understate the debt that 
would accumulate under the two scenarios. Long-term 
budget projections require a stable economic backdrop; 
thus, for the purpose of the projections, CBO made 
assumptions that generated a stable real interest rate and 
stable growth in real wages and output. In effect, the 
analysis omitted the pressures that a rising ratio of debt to 
GDP would have on real interest rates and economic 
growth. Changes in the demographic structure of the 
population are likely to offset somewhat the effects of 
high debt levels on real interest rates. In the end, however, 
ever-growing deficits and debt would lead to higher inter- 
est rates and slower economic growth. 

The Economic Impact of Rising 
Federal Debt 

The large amounts of federal debt that would accumulate 
under each of CBO’s long-term budget scenarios imply 
that the government would have to spend increasing 
amounts to pay interest on t hat debt. The growth of debt 
would lead to a vicious cycle in which the government 
had to issue ever-larger amounts of debt in order to pay 
ever-higher interest charges. Eventually, the government 
would need to adopt some offsetting measures — such as 
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Box 3. 


Why Is Federal Debt Held by the Public Important? 


The federal government runs a budget deficit when 
its annual spending exceeds its annual revenues. To 
finance the shortfall, the government generally has to 
borrow funds from the public by selling Treasury 
securities (bonds, notes, and bills). 1 That additional 
borrowing increases the total amount of federal debt 
held by the public, which for the most part refleas 
the accumulation of past budget deficits offset by past 


Another measure of federal indebtedness that often 
receives attention is gross debt, but it is not useful for 
assessing how the Treasury’s operations affect the 
economy. Gross federal debt comprises both debt 
held by the public and debt issued to various 
accounts of the federal government, including the 
major trust funds in the budget (such as those for 
Social Security). Because the debt issued to those 
accounts is intragovcrnmental, it has no direct, 
immediate impact on the economy. Instead, it simply 
Effects of Rising Debt Over Time represents credits to the various government accounts 

Debt held by the public can grow faster than gross that can be redeemed as necessary to authorize pay- 

domestic product (GDP) for a limited time, but it ments for benefits or other expenses. Although the 

cannot do so indefinitely. If the ratio of debt to GDP Treasury assigns earnings in the form of interest to 

continues to rise, lenders may become concerned the trust funds that hold the securities, such pay- 

about the financial solvency of the government and ments have no net effect on the budget, 

demand higher interest rates to compensate for the 

increasing riskiness of holding government debt. Long-term projections of federal debt held by the 

Eventually, if the debt-to-GDP ratio keeps increasing public, measured relative to the size of the economy, 

and the budget outlook does not improve, both for- provide useful yardsticks for assessing the sustain- 

eign and domestic lenders may not provide enough ability of fiscal policies. If budget projections are 

funds for the government to meet its obligations. By carried out far enough into the future, they can show 


then, whether the government resolves the fiscal crisis 
by printing money, raising taxes, cutting spending, or 
going into default, economic growth will be seriously 
disrupted. 


1 . In most years, the amount of debt that the Department of 
the Treasury borrows or redeems roughly equals the annual 
budget deficit or surplus. However, the correspondence is not 
exact because a small amount of the deficit can also be 
financed by changes in other means of financing (such as 
reductions or increases in the government s cash balance, 
costs included in the budget but not yet paid, and cash 
flows reflected in credit financing accounts). In addition, 
transactions involving the Troubled Asset Relief Program, 
assistance for Fannie Mae and Freddie Mac. and purchases by 
the Treasury of mortgage-backed securities will have a signifi- 
cant effect on the federal government’s cash flows in 2009 
and for many years to come. However, because the transac- 
tions are generally assumed to be completed by 201 9, they 
play no significant role in the Congressional Budget Office’s 
long-term projections of the deficit. 


whether current commitments imply that spending 
will consistently exceed revenues and produce debt 
that grows faster than the economy. Projections of the 
debt-to-GDP ratio can thus indicate that changes in 
current policies will be necessary at some point to 
bring the federal budget back to a sustainable path. 

Historical and International 
Comparisons of Debt 

The deficits and debt projected under the Congres- 
sional Budget Office’s (CBO s) two long-term budget 
scenarios are large, whether compared with those in 
U.S. history or in other countries. Under the 
extended-baseline scenario, federal debt held by the 
public would reach 79 percent of GDP in 2035, and 
the annual deficit would exceed 10 percent of GDP 
starting in 2058. Under the alternative fiscal scenario, 
federal debt held by the public would rise even faster, 
to 181 percent of GDP in 2035, and annual deficits ; 


Continued 
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cutting spending or increasing taxes — to break the cycle 
and put the federal budget on a sustainable path. 9 

If the long-term outlook for the budget appears sustain- 
able, temporary deficits for a few years do not create large 
economic problems and can have significant benefits in 
some circumstances. For example, a deficit that results 
from automatic declines in tax revenues or increases in 
government spending in a recession (due to reductions in 
economic activity and more people losing jobs) helps 
reduce the severity of the downturn, and such a short- 
term budgetary imbalance will be reversed when the 
economy recovers. In addition to automatic changes, 
deficit-financed fiscal stimulus — such as the tax rebates in 
the Economic Stimulus Act of 2008 (Public Law 1 10- 
185) and the spending increases and tax cuts in the 
American Recovery and Reinvestment Act of 2009 
(PL. 1 11-5) — can also help the economy return to full 
employment. 10 Thus, the ability of the federal govern- 
ment to run budget deficits enables fiscal policy to offset 
some of the negative impact of a recession. However, even 
temporary deficits cause an increase in debt that crowds 
out productive capital and reduces output in the long run 
(assuming rhar the government does not run budget sur- 
pluses later to retire the additional debt). 

Moreover, the fundamental cause of the rapidly rising 
debt in CBO s long-term scenarios is not economic fluc- 
tuations resulting from business cycles. Instead, debt 
soars because of unrelenting growth in federal spending 
on health care programs and a rise in Social Security 
spending as a share of GDP, combined with a much 
smaller increase in tax revenues. The ever-greater budget 


9. The government would have trouble issuing ever-increasing 
amounts of debt relative to GDP forever because there is a limit to 
the amount that savers want to save. If federal debt grew taster 
than the maximum rate at which savers were willing to acquire 
that debt (in the form of Treasury securities), government policies 
would be unsustainable. To regain sustainability, the growth rate 
of the market value of debt would have to decline enough that 
savers or investors would be willing to acquire more Treasury secu- 
rities. That growth rate could be reduced in a number of ways: 
Debt could lose its market value through increases in the general 
price level or decreases in the prices of long-term bonds, or the 
government could reduce budget deficits. 

10. See Congressional Budget Office, "Estimated Macroeconomic 

Impacts of the American Recovery and Reinvestment Act of 

2009,” letter to the Honorable Charles E. Grassiey {March 2, 
2009). 


deficits projected under those scenarios would negatively 
affect the economy through several channels. More gov- 
ernment borrowing would drain the nations pool of sav- 
ings, reducing investment in the domestic capital stock 
and in foreign assets. In addition, a worsening fiscal situa- 
tion might put pressure on monetary policy, potentially 
endangering the Federal Reserves ability to keep inflation 
low and stable. If the budget continued along the path of 
rising debt, serious concerns about fiscal solvency would 
arise. Investors would require the government to pay an 
interest premium on its securities to compensate for the 
risk that they might not be repaid or that the value of 
their securities would be eroded by inflation. Such a pre- 
mium would drive up the cost of borrowing. Finally, the 
longer the growth of debt persisted, the larger and more 
costly would be the policy changes needed to control 
debt, which could further increase the burden of fiscal 
tightening on future generations. 

Most economists agree that greater government borrow- 
ing would raise interest rates and lead to greater private 
saving. But the offset would be far from complete, so 
national saving would decline. 1 1 That decline would in 
turn reduce investment in the United States but not on a 
one-for-one basis (at least initially), because higher inter- 
est rates would attract foreign capital to the United States 
and perhaps induce U.S. investors to keep more of their 
money at home. As investment was displaced by govern- 
ment debt, GDP would grow more slowly and eventually 
decline. In the longer run, as the debt continued to grow 
and unless the interest premium was very large, capital 
would probably flee the United States, further reducing 
investment. 

To quantify the effect of rising federal debt projected 
under the two long-term scenarios, CBO applied a '‘text- 
book” growth model. 12 The textbook growth model 
assumes that part of the deficit is financed from abroad 
(and ignores the likelihood of capital flight). Therefore, 
some portion of GDP would have to be sent abroad to 


1 1. National saving is private saving plus public saving by state, local, 
and federal governments. (Public saving equals surpluses minus 
deficits; therefore, surpluses add to public saving and deficits sub- 
tract from it.) 

12. For a description of the textbook growth model, see Congressional 
Budget Office, An Analysis of the President's Budgetary Proposals for 
Fiscal Year 2010 (June 2009), Appendix B. 
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service or repay that debt and thus would not be available 
to U.S. consumers. For that reason, the economic analysis 
that follows focuses on what happens to gross national 
product — which measures the income of U.S. residents 
after deducting net payments to foreigners — rather than 
the more familiar GDP. (The level of GNP is currently 
not much different from that of GDP.) 

Effects Under the Extended-Baseline Scenario 

Under the extended-baseline scenario, federal debt would 
rise substantially after the 2020s. According to the 
textbook growth model, the debt projected under that 
scenario would reduce the capital stock by about 5 per- 
cent in 2035 and shrink real GNP by about 2 percent, 
compared with what they would be if debt remained 
roughly at its 2008 share of GNP (by keeping the spend- 
ing and revenue shares of GNP ar roughly their 2008 lev- 
els). By 2080, federal debt would approach 300 percent 
of GNP, and the capital stock would be reduced by nearly 
40 percent and real GNP by almost 20 percent. 

Such estimates are based on the assumption that the gov- 
ernment would continue on the unsustainable budget 
path as projected under the extended-baseline scenario. 
The analysis mainly focuses on the effect of soaring 
federal deficits and debt. It does not incorporate the 
financial markets’ reactions to a fiscal crisis and the 
actions rhat the government would adopt to resolve 
such a crisis. Because the textbook growth model is not 
forward-looking, the analysis assumes that people will not 
anticipate the sustainability issues facing the federal bud- 
get; as a result, the model predicts only a gradual change 
in the economy as federal debt rises. 

In actuality, the economic effects of rapidly growing debt 
would probably be much more disorderly as investors' 
confidence in the nations fiscal solvency began to erode. 
If foreign investors anticipated an economic crisis, they 
might significantly reduce their purchases of U.S. securi- 
ties, causing the exchange value of the dollar to plunge, 
interest rates to climb, and consumer prices to shoot up. 
Amid the anticipation of declining profits and of rising 
inflation and interest rates, stock prices might fall, and 
consumers might sharply curtail their purchases. In such 
circumstances, the economic problems in the United 
States would probably spill over to the rest of the world, 
seriously weakening the economies of U.S. trading part- 


ners. All in all, the U.S. economy could contract sharply 
for a long period. 

Theoretically, one way to reduce government indebted- 
ness would be to adopt a policy of higher inflation. That 
approach would lower the real value of the governments 
debt and provide relief in the short run. But printing 
money is not a feasible long-term strategy for dealing 
with persistent and rising debt. Although an unexpected 
increase in inflation would let the government repay its 
debt in cheaper dollars for a short time, financial markets 
would not be fooled for long, and investors would 
demand higher interest rates going forward. If the gov- 
ernment continued to print money to reduce the value of 
the debt, the policy would eventually lead to hyperinfla- 
tion (as occurred in Germany in the 1920s, Hungary in 
the 1940s, Argentina in the 1980s, Yugoslavia in the 
1990s, and Zimbabwe today). Such hyperinflation would 
severely reduce economic efficiency as people moved 
away from monetary transactions. 

Moreover, even if inflation was eventually brought back 
under control, the resulting loss of confidence would 
keep interest rates elevated for some time. High inflation 
causes governments to lose credibility in financial mar- 
kets; once that credibility has been lost, lowering expecta- 
tions about inflation can be difficult. In the end, printing 
money to finance deficits cannot address the fundamental 
problem that spending exceeds revenues. 

Effects Under the Alternative Fiscal Scenario 

In CBO’s analysis, federal debt would rise much more 
steeply under the alternative fiscal scenario, reducing the 
capital stock in 2035 by more than 20 percent compared 
with what it would be if the deficit stayed at roughly its 
2008 level as a share of GNP. According to the estimates 
of the textbook growth model, that reduction in the 
capital stock and increased indebtedness to foreigners 
would in turn lower real GNP in 2035 by about 9 per- 
cent. Losses to the U.S. economy would grow rapidly 
thereafter. By 2045, rising federal debt would reduce the 
capital stock by more than 35 percent and real GNP by 
about 16 percent. (Starting in the 2060s, projected 
deficits become so large and unsustainable that CBO s 
textbook growth model cannot calculate their effects.) 
Even more than in the extended-baseline scenario, 
economic disruption could occur much sooner than 
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Figure 4. 

Reductions in Noninterest Spending Needed to Close the Fiscal Gap in 
Various Years Under CBO’s Alternative Fiscal Scenario 

(Percentage of gross domestic product) 

20 | 



Reductions Begin in 2009 Reductions Begin in 2020 Reductions Begin in 2030 Reductions Begin in 2040 


Source: Congressional Budget Office. 

Notes: The fiscal gap is a measure of federal shortfalls over a given period. It represents the extent to which the government would need to 
immediately and permanently either raise tax revenues or cut spending — or do both, to some degree — to make the government's 
debt the same size (in relation to the economy) at the end of that period as it was at the beginning. 

The alternative fiscal scenario deviates from CBO's baseline projections, beginning in 2010, by incorporating some changes in policy 
that are widely expected to occur and that policymakers have regularly made in the past. 


projected by the textbook growth model if investors and 
others came to expect future budgetary deterioration. 

What Are the Costs of Delaying 
Action on the Budget? 

The choice facing policymakers is nor whether to address 
rising deficits and debt but when and how to do so. Debt 
is projected to soon grow ro unsustainable levels even 
under the extended-baseline scenario, which assumes rhat 

spending on programs other than Medicare, Medicaid, 
and Social Security will decline substantially (relative to 
GDP) over the next 10 years and that revenues will 
increase as a percentage of GDP over the long term from 
their average historical levels. Under the alternative fiscal 
scenario, debt is projected to soar almost immediately. 

Reducing the growth of the major entitlement pro- 
grams — Social Security, Medicare, and Medicaid — would 


go a long way toward lowering the projected levels of debt 
relative to GDP The aging of the population has the 
most significant impact on entitlement costs over the 
intermediate term, but policymakers have little control 
over such demographic changes. However, policy changes 
that altered the eligibility age for programs or modified 
benefits for the elderly could help offset some of the 
effects of aging on federal spending. In the long run, the 
growth of health care spending per beneficiary will drive 
federal entitlement spending. It would be difficult to pro- 
duce a sustainable fiscal policy without reducing such 
spending growth. 1 ^ 


1 3. In December 2008, CBO released two reports that are intended to 
help the Congress as it contemplates possible changes — both large 
and small — to federal health programs and the nations health 
insurance and health care systems: Key Issues in Analyzing Major 
Health Insurance Proposals and Budget Options, Volume 1: Health 
Care. 
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Figure 5, 

Noninterest Spending Under Various Assumptions About Closing the 
Fiscal Gap in CBO’s Alternative Fiscal Scenario 

(Percentage of gross domestic product) 



Source: Congressional Budget Office. 

Notes: The fiscal gap is a measure of federal shortfalls over a given period. It represents the extent to which the government would need to 
immediately and permanently either raise tax revenues or cut spending — or do both, to some degree — to make the government's 
debt the same size (in relation to the economy) at the end of that period as it was at the beginning. 

The alternative fiscal scenario deviates from CBO’s baseline projections, beginning in 2010, by incorporating some changes in policy 
that are widely expected to occur and that policymakers have regularly made in the past. 


The longer that policy action on the budget is put off, 
the more costly and difficult it will be to resolve the long- 
term budgetary imbalance. Delays in taking action would 
create three major problems: 

■ The amount of government debt would rise, which 
would displace private capital — reducing the total 
resources available to the economy — and increase 
borrowing from abroad. 

■ The share of federal outlays devoted to paying interest 
on the federal debt would grow, so lawmakers would 
have to make ever-Iarger policy changes to achieve bal- 
ance. As interest costs rose, policymakers would be less 
able to pay for other national spending priorities and 
would have less flexibility to deal with unexpected 
developments {such as a war or recession). Moreover, 
rising interest costs would make the economy more 
vulnerable to a meltdown in financial markets. 

■ Uncertainty about the economy would increase. The 
longer that action was put off, the greater the chance 
that policy changes would ultimately occur suddenly, 


possibly creating difficulties for some individuals and 
families, especially those in or near retirement. 
Announcing changes to entitlement programs or to 
the tax structure well in advance would give people 
time to adjust their plans for saving and retirement. 
Those adjustments could significantly reduce the 
impact of such policy changes on peoples standard of 
living. 

CBOs simulations indicate that under the alternative 
fiscal scenario, postponing action could substantially 
increase the size of the policy adjustments needed to put 
the budget on a sustainable course. If policymakers 
wanted to close the fiscal gap in 2020 by altering spend- 
ing (and economic effects were ignored in the calcula- 
tion), they would have to reduce noninterest outlays per- 
manently by 10 percent of GDP (see Figure 4). If they 
waited until 2040 to close the fiscal gap, they would have 
to reduce noninterest outlays permanently by almost 
16 percent of GDP (see Figure 5). Incorporating the 
effects of deficits and debt on economic growth (which 
are excluded from these simulations) would make the 
impact of delaying policy changes even more severe. 
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Chairman Conrad. Dr. Elmendorf, I am going to really put you 
on the spot because we are in the middle of this health care debate, 
but it is critically important we get this right. 

Everyone has said — virtually every one — that bending the cost 
curve over time is critically important and one of the key goals of 
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this entire effort. From what you have seen, from the product of 
the committees that have reported, do you see a successful effort 
being mounted to bend the long-term cost curve? 

Mr. Elmendorf. No, Mr. Chairman. In the legislation that has 
been reported, we do not see the sort of fundamental changes that 
would be necessary to reduce the trajectory of Federal health 
spending by a significant amount. And, on the contrary, the legisla- 
tion significantly expands the Federal responsibility for health care 
costs. 

Chairman Conrad. So the cost curve, in your judgment, is being 
bent, but it is being bent the wrong way. Is that correct? 

Mr. Elmendorf. The way I would put it is that the curve is 
being raised, so there is a justifiable focus on growth rates, be- 
cause, of course, it is the compounding of growth rates faster than 
the economy that leads to these unsustainable paths. 

It is very hard to look out over the very long term and say very 
accurate things about growth rates. So most health experts that we 
talk with focus particularly on what is happening over the next 10 
or 20 years, still a pretty long time period for projections. They 
focus on the next 10 or 20 years and look at whether efforts are 
being made that are bringing costs down or pushing costs up over 
that period. 

As we wrote in our letter to you and Senator Gregg, the creation 
of new subsidies for health insurance, which is a critical part of ex- 
panding health insurance coverage, in our judgment, would by 
itself increase the Federal responsibility for health care. That 
raises Federal spending on health care, which raises the amount of 
activity that is growing at this unsustainable rate. And to offset 
that, there would have to be very substantial reductions in other 
parts of the Federal commitment to health care, either on the tax 
revenue side through changes in the tax exclusion, or on the spend- 
ing side, through reforms in Medicare and Medicaid. Certainly re- 
forms of that sort are included in some of the packages, and we are 
still analyzing the reforms in the House package, which was only 
released, as you know, about 2 days ago. 

But the changes that we have looked at so far do not represent 
the sort of fundamental change on the order of magnitude that 
would be necessary to offset the direct increase in Federal health 
costs from the insurance coverage proposals. 

Chairman Conrad. And what about the Finance Committee 
package as it stands? 

Mr. Elmendorf. I cannot speak to that, Mr. Chairman. We have 
been working with the Finance Committee and the staff for a num- 
ber of months on proposals that they have been addressing, but our 
consultations with them have been confidential because they have 
not yet released legislation. And I do not want to speak publicly 
about that. 

Chairman Conrad. All right. And in terms of those things that 
are public from the other plans, what are the things that are miss- 
ing that, in your judgment, prevent a bending of the cost curve in 
the right way? 

Mr. Elmendorf. Bending the cost curve is difficult. As we said 
in our letter to you, there is a widespread consensus — and you 
quoted some of this — that a significant share of health spending is 



861 


not contributing to health. But rooting out that spending without 
taking away spending that is beneficial to health is not straight- 
forward. Again, the way I think experts would put it, the money 
is out there, but it is not going to walk in the Government’s door 
by itself. And devising the legislative strategies and the regulatory 
changes that would generate these changes is not straightforward. 
But the directions that have widespread support among health an- 
alysts include changing the preferential tax treatment of health in- 
surance. We have a subsidy for larger health insurance policies in 
our Tax Code, and that, like other subsidies, encourages more of 
that activity. Reducing that subsidy would reduce that. 

And on the other side, changing the way that Medicare pays pro- 
viders in an effort to encourage a focus on cost-effectiveness in 
health care and not encourage, as the fee-for-service system tends 
to, the delivery of additional services because bills for that will be 
paid. 

Chairman Conrad. I thank you. Senator Gregg. 

Senator Gregg. Picking up there, Director, because I think you 
have stated rather precisely the fact that what we have done so far 
has not gotten to the problem, or what has been proposed so far 
is not getting to the problem, and you have made a very good case 
for the need to look at the deductibility of health insurance and the 
perverse incentives that creates for very high end plans that create 
overutilization, to say nothing of the fact that it is low-income peo- 
ple subsidizing high-income people’s insurance. 

Mr. Elmendorf. Yes, sir. 

Senator Gregg. But I want to get to the issue which you essen- 
tially stated. The problem is, going forward, the cost of Medicare 
and Medicaid to the Government. And if we create this new sub- 
sidy for basically the uninsured, I presume that will also get folded 
in as one of the problems relative to driving costs. 

The question becomes: What procedures can be put in place that 
are going to affect the Medicare reimbursement system and the 
Medicaid reimbursement system in a way that will cause us to con- 
tinue to get quality health care, but get it at a more affordable 
price? 

Now, there have been a number of proposals put forward. I don’t 
know how many of them you have had a chance to look at in spe- 
cific, but let me list a few and get your thoughts on them. I will 
list them and then you can go through them. 

The first, of course, is to reduce defensive medicine, which means 
tort reform. 

The second is the issue of encouraging people to pursue healthy 
lifestyles through incentivizing them with reimbursements, cash 
basically, by expanding HIPAA, the 20 percent to 50 percent or 
something. 

Third is changing the incentives for providers relative to deliv- 
ering services so that you reward economically providers who are 
scored as delivering quality services at lower costs. 

Fourth is addressing the issue of the last 6 months of life 
through a shared responsibility approach, which has been intro- 
duced by myself and discussed at length by others. 

And fifth is an idea that has been just recently put on the 
table — and I don’t know if you are familiar with it — by the folks up 
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at Dartmouth where they are taking their numbers and converting 
them to clinical trials, so to say, as ways to control health care 
costs by picking — I think their proposal is to pick three major deliv- 
ery systems in this country, try to systematize what they do that 
delivers good quality at lower cost, and then grow out from there 
by bringing other systems into that and start picking up systems 
that aren’t quite as effective and bring them into the realm of what 
these systems do. They tend to think that that proposal, which is 
a huge demonstration program growing into a national program, 
but doing it in a way that is orderly as versus just pushing every- 
body into the program, is the best way to proceed. 

Can you give me your evaluation of those ideas and any other 
specific ideas that we should do in the area of Medicare reform rel- 
ative to the way we encourage people to buy insurance and to de- 
liver insurance that you think would actually specifically affect the 
out-year cost curve? 

Mr. Elmendorf. OK. I will try to address those questions in 
turn. 

First, on defensive medicine, CBO’s evaluation of the evidence of 
the effect of tort reform in different States is that it has reduced 
costs directly through less payment in malpractice cases, but that 
it has not had the spillover effects one would have expected in 
terms of medical practice more widely. 

Now, Senator Hatch gave me a good talking-to before the HELP 
Committee about what he viewed as the ridiculousness of that 
evaluation, and he speaks with some experience in this area, and 
I assured him that we would look at the issue carefully. 

I think our interpretation of the evidence we have seen is not 
that defensive medicine is such a problem, but that even the sorts 
of tort reforms that have been undertaken turned out not to be 
very effective at stopping defensive medicine. 

Senator Gregg. Is there another way to get at defensive medi- 
cine? 

Mr. Elmendorf. I do not know of one. I think it is probably re- 
lated to the general litigiousness of our society and attitudes about 
that. But I don’t know, and I am not an expert in that area. 

On your second point about healthy lifestyles, a leading health 
economist, a member of CBO’s panel of health advisers, said to me 
a few months ago that the thing that truly scares him most about 
future health costs in this country is obesity. And if you look at the 
chart — and we have shown this — of the incidence of tobacco use in 
this country, it has gone like this over the last several decades. The 
incidence of obesity is essentially a mirror image of that. 

The challenge is developing the policies that can address that. 
Tobacco is a single substance, already controlled and regulated by 
the Government, and it has taken several decades to have this ef- 
fect. 

Now, in the end, I think social changes and policy changes have 
had a very pronounced effect, but it took some time. 

Obesity is more complicated because there are many factors that 
contribute to it: lifestyle in terms of exercise, but also lifestyle in 
terms of diet and lots of different types of foods, of course. It is a 
harder problem to get at. 
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But certainly incentives are undoubtedly an important part of 
that solution, and I think that direction is a useful one to go in, 
and I think it would be a view that experts would widely share. 
It will take some time, but it is very important, again, in the view 
of all the experts we have talked with, to get started on that proc- 
ess. 

Incentives for providers are, again, key here. Incentives matter 
in the world, and when we pay doctors per service performed, un- 
doubtedly that leads to more services performed than if they were 
paid in different ways. 

But changing behavior is still complicated. If one pays doctors too 
little for a procedure, then they may do too few of them. So there 
is a balance. And we know from the performance of certain health 
systems around the country it is possible to deliver very high qual- 
ity care at much lower cost than average. So exporting those sys- 
tems to other parts of the country whose medical systems operate 
in different ways is challenging. 

So I think changing incentives for providers is certainly the right 
direction to go in as well, and we have analyzed in our budget op- 
tions volume some ways to do that. But there will have to be some 
experimentation, and I will come back to that at the end. 

Your fourth point was about the last 6 months of life. I think this 
is the question I have been asked most often about health care 
since I have been the Director at CBO, to which we really don’t 
have any answer. We have not done work in this area, and we 
should and we will, because as everyone knows, the distribution of 
medical spending is very skewed toward particular people, and an 
awful lot of medical spending happens in what turns out to be the 
last year of people’s lives — or the last 6 months of people’s lives. 

Again, finding a balance, nobody wants to be told to stop getting 
certain kinds of treatment. I think it is a matter of informing pa- 
tients. My father is somebody who was in that position a few years 
ago, and he was able to make decisions based on information from 
his doctor, and I am very grateful for that. And I think that can 
be very important. But we have not done much work on that area. 

The experimentation you describe with different delivery sys- 
tems, is absolutely central. As we wrote in our letter to you and 
Senator Conrad, many of the specific changes that might ulti- 
mately prove most important cannot be foreseen today, and can be 
developed only over time through experimentation and learning. 
And that is a way, I think, of discovering what is it that makes cer- 
tain health care systems work much better than others. 

In terms of what else there is on the agenda, I think something 
you may have alluded to but has not gotten a lot of attention in 
the discussion of the last few months is greater cost-sharing re- 
sponsibility for individual patients. And, again, CBO has analyzed 
in its budget options volume last December a number of ways of 
changing the cost-sharing structure in Medicare. 

It is a challenge because, of course, the point of insurance is to 
insulate people from unbearable costs. But it is possible to design 
cost-sharing systems in which individuals bear some of the costs at 
a reasonable level, enough to make them sensitive to the costs of 
alternative strategies for addressing medical problems, and without 
leaving them open to the catastrophic costs of treatment that might 
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ensue. And I think with care, movement in that direction can be 
a very important complement to providing different incentives to 
providers. 

Senator Gregg. Thank you, Mr. Chairman. 

Chairman Conrad. Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman, and, Dr. Elmendorf, 
my thanks to you as well for your professionalism and your respon- 
siveness to all of us. 

I want to go at this set of tax rule questions a little bit dif- 
ferently. It is pretty obvious if you go out to a group of working- 
class people and say, “How would you feel about having your 
health care taxed?” about 107 percent say, “No way,” usually ac- 
companied by some pretty choice curse words before the words “No 
way.” 

If, however, you say to them, “You know, these tax rules look like 
they go mostly to the well-off and we are interested in trying to 
come up with a way that will give you working-class people a tax 
break and help us to hold down costs,” people say, “You know, I 
am interested in looking at that.” 

Now, 14 United States Senators, a big bipartisan group, have es- 
sentially proposed that, and I just want to go over with you what 
the findings I believe are between you all and also Joint Tax. 

What you all and Joint Tax have essentially said is if you convert 
these tax rules into something that provides a generous, fixed, 
above-the-line credit or deduction, three good things happen: 

One, you provide a tax cut, a significant one — and Joint Tax says 
this — to more than 35 million working-class people. 

Second, what you all have said is that that kind of approach — 
and I am looking at page 35 of the budget materials — excuse me, 
at one of your charts on the budget. You all say that it would also 
provide an incentive to contain costs. 

And, third, that we would have a substantial amount of money 
left over to try to boost the transition to covering the uninsured. 

Do you share that kind of analysis that I have just made this 
morning? 

Mr. Elmendorf. Yes, I do, Senator. 

Senator Wyden. OK. On the second point, following up on what 
Chairman Conrad has said — and I know Senator Gregg is con- 
cerned about this as well — people around the country are being told 
that these bills that are coming out of the Senate and coming out 
of the House are going to lower their premiums. And I am trying 
to figure out what is in these bills that will lower their premiums, 
and I cannot find very much. 

Can you tell me what we would say to our constituents on this 
central point of lowering premiums if these bills pass in their cur- 
rent form? 

Mr. Elmendorf. So these bills differ in a variety of ways that 
can be important, as you know. Let me mention a few general fea- 
tures of some of the reform proposals we have seen that can affect 
premiums, affect private insurance premiums. 

The first is that for people who are currently buying insurance 
in the individual or non-group market, where there are very large 
administrative loads and adverse selection problems, the creation 
of exchanges with a mandate to buy insurance which draws people 
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in and insurance reforms around guaranteed issue of policies and 
elimination of pre-existing condition restrictions and so on, those 
sorts of reforms can reduce premiums for those people, partly by 
avoiding the adverse selection problems, partly because in some of 
these proposals that try to adjust for the risk in different insurance 
plans, money is moved around in a way that reduces the incentive 
for insurance plans to cherrypick and to figure out what costs they 
can avoid paying. 

So there are administrative savings through these exchanges, 
and there is some greater competition through these exchanges. 
And that we think we would have some effect on reducing pre- 
miums for those people. 

Additionally, these reforms can have effects on private insurance 
premiums through shifting of costs from public plans, but there are 
forces cutting in different directions there. I don’t think there is a 
clear sign of that effect in the end, and, actually, CBO’s reading of 
the evidence is that cost shifting is a much less quantitatively im- 
portant phenomenon than most observers think. And there are 
some other features as well, but I think it is fair to describe these 
as fairly small effects relative to the level and trajectory of private 
health insurance premiums. 

Senator Wyden. Mr. Chairman, my time is about up but there 
was a very important article printed yesterday by Kaiser that said, 
and I will just quote the title: “For many workers, insurance 
choices may be limited.” And so what Dr. Elmendorf has said — and 
I share his view — is that down the road there is going to be some 
real cost containment potential in the exchanges, if workers can get 
to them. But what Kaiser has just pointed out — and I would just 
ask unanimous consent that this be put into the record, Mr. Chair- 
man. 

Chairman Conrad. Without objection. 

[The article follows:] 
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KHN: Kaiser Health News 

For Many Workers, Insurance Choices 
May be Limited 


Topics: Health Reform, Insurance 

By Mary Agnes Carey and Julie Appleby 
Jul 15, 2009 



President Obama and leading Democrats have stressed that people who like their 
employer-sponsored insurance would bfe able to keep it, under a health care overhaul. 
But they haven't emphasized the flip side: That people who don’t like their coverage 
might have to keep it. 

Under the main health bills being debated in Congress, many people with job-based 
insurance could find it difficult to impossible to switch to health plans on a new 
insurance exchange, even if the plans there were cheaper or offered better coverage. 
The restrictions extend to any government-run plan, which would be offered on the 
exchange. 

The provisions could change, and therejare a few exceptions: Workers would be allowed 
to buy insurance through the exchange if their job-based coverage gobbled up too much 
of their incomes or was too skimpy. Also, under the House proposal, people could get 
insurance through the exchange if they paid their entire premiums — a cost that would 
be prohibitive for many workers. 

Democratic lawmakers and administration officials say the restrictions are critical to 
maintaining a strong employer-based insurance system, which covers 158 million 
Americans. 

But critics argue that the rules run counter to suggestions from health care reform 
advocates that an overhaul could provide people with a broader choice of insurance 
options. The rules, they say, could be especially unfair to some lower-income workers 
who are enrolled in costly job-based insurance. Also, they argue, the restrictions would 
hurt the proposed public plan by limiting enrollment. 
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Jonathan Oberlander, associate professor at the University of North Carolina at Chapel 
Hill, said the restrictions create a "big gap between the rhetoric and the reality" of health 
reform. 


"The rhetoric is that Americans will gain: new alternatives," he said. "But the reality is that 
they are putting up firewalls that are going to restrict the access of people with 
employer-sponsored insurance to the exchange.” 


One result, he said, is that any public plan would be substantially smaller than what 
many backers are envisioning. That would reduce the public plan's power to compete 
with private insurers and hold down costs, he said. The Congressional Budget Office 
estimates that nine million to 10 million people would enroll in the public plan by 2019. 


James Capretta, a fellow at the Ethics arid Public Policy Center, a conservative think 
tank, said that the government is "essentially telling people you have to take your 
employer-based plan. . . I think that's a huge issue." 

Most individuals would have to carry insurance or pay a fine, under the congressional 
proposals. 

Much of the debate is driven by cost, and by efforts by lawmakers to keep the 
legislation's tab at about $1 trillion over a decade. Under the proposals before Congress, 
people who could go on the exchange include the uninsured, the self-employed and 
those who aren't offered employer-sponsored coverage. Small businesses also would be 
allowed to use the exchange to buy coverage for their workers. 

The vast majority of the people on the exchange would get subsidies, at an average 
amount of $6,000 a year in 2019, according to a CBO analysis of the House plan. 

Limiting the number of people who could use the exchanges, therefore, would hold 
down the cost of the legislation because! fewer people would get government subsidies, 

At a July 1 "town hall" meeting on health care, Obama said any health care overhaul 
must “fix what's broken about the system and that means permanently bringing down 
costs and giving more choice for everyone.” He also played up the importance of 
creating a public plan that would compete with private plans. 


The exchange, he said later in his remains, would benefit small businesses and the 
self-employed, as well as workers at firms that do not provide coverage. “You may 
qualify for a subsidy from the federal government. And you then become part of a big 
pool that gives you some leverage over the drug companies and the insurance 
companies to drive down costs,” he said. 

Linda Douglass, communications director for the White House Office of Health Reform, 
said that the president “believes that health reform must be built upon our current 
employer-based system.” The exchange; Douglass said, “is there to provide security and 
affordable options to Americans who don’t have those options now.” 


To prod employers to continue to offer coverage, the bills would require most employers 
to provide insurance to workers or pay a penalty. In addition, employers would have to 
meet coverage standards and contribute to the cost of employees' insurance. 
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The Senate Health, Education, Labor and Pensions Committee bill would require 
employers to pay at least 60 percent of their workers' premiums, while the House 
proposal would require employers to cover 65 percent to 72.5 percent of the premiums. 
That means that job-based coverage is most likely to be the least expensive option for 
many people, especially those who don't qualify for government subsidies. 

The measures also would set hurdles for people who want to transfer from their 
job-based coverage to health plans offered by the exchange, including any public plan. 

Under the Senate health bill, individuals who are offered employer-sponsored coverage 
could switch to the exchange only if their share of the premiums exceeded 12.5 percent 
of their incomes or their job-based plans did not meet minimum coverage standards. 
That's similar to what the Finance Committee is considering. 

Under the House Democrats’ legislation}, workers who are eligible for job-based 
insurance could go on the exchange only if their costs were more than 1 1 percent of 
their incomes. The CBO estimates that three million people would fall into that category 
by 2017. Both the House and Senate health committee bills would offer sliding scale 
subsidies for insurance on the exchange to those earning up to 400% of the federal 
poverty level, about $43,320 a year for an individual. 

People willing to pay for their entire premiums, without subsidies, also could enroll 
through the exchange, under the House bill. There’s no way to know exactly what the 
premiums would be, but the average cost for family coverage available through 
employers last year was $12,680, according to the nonpartisan Kaiser Family 
Foundation. The cost for covering individuals was $4,704. (Kaiser Health News is part of 
the foundation.) 

Lawmakers and some health care analysts say that legislation has to create barriers 
around the exchange to protect the stability of the employer-provided insurance market. 
Without the restrictions, called firewalls, younger and healthier workers, they say, might 
find cheaper options on the exchange, leaving older and sicker workers in their 
employers' plans — and driving up their costs. 

“We are trying to provide as much choice as possible and trying to honor the president’s 
promise to protect the employer-based System so that if people have coverage they like 
they’ll get to keep it," said Sen. Sheldon Whitehouse, D-R.l., a member of the health 
committee. "That’s the way you resolve that balance.” 

To keep the pool of people covered by an insurance plan strong, "you just can’t allow 
people to drop out of employer-sponsored coverage,” said Paul Van De Water, a senior 
fellow with the liberal-leaning Center on Budget and Policy Priorities in Washington. 
“You don’t want people to think they cart get a better deal by just going into the 
exchange.” 

Jacob Hacker, a Yale University professor of political science, said the debate reflects "a 
delicate dance." On the one hand, lawmakers want to give people access to affordable 
coverage through the exchange. On the other, they want to protect the employer-based 
insurance system. 

“To my mind," he added, the House bill "errs too far on the side of making it hard for 
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workers to obtain coverage through the exchange.” 

Richard Curtis, president of the Institute for Health Policy Solutions, a nonprofit research 
group, says some lower-income workers with employer-sponsored coverage could wind 
up paying a bigger chunk of their incomes for coverage than those with the same 
incomes who aren't offered job-based insurance. The reason: The latter group would be 
able to get subsidized coverage through the exchange. 

That sends an unfortunate signal, he said, to people struggling to pay for employer- 
sponsored insurance. "So the message to them is, 'Congratulations. ..so now you get to 
continue paying several times as much las your next-door neighbor who has access to 
highly subsidized coverage in the exchange,"' he said. "On its face, it's just not fair." 

In Massachusetts, which set up an exchange a few years ago as part of its health care 
overhaul, state officials put strict limits on who can participate. Workers with job-based 
coverage can't qualify for subsidized coverage, even if their work-based plan is 
considered unaffordable. 


The result: some workers “are stuck witlji what their employer offers them,” said Carol 
Pryor, policy director for the Access Project, a Boston-based nonprofit that works with 
local groups on health issues. “From the consumer perspective, it leaves a lot of people 
in a situation that’s not financially affordable.” 

Richard Powers, spokesman for the Massachusetts Exchange , said that financial 
constraints have kept the state from offering subsidized coverage to workers with 
job-based insurance. 

More than 600,000 Massachusetts residents earning under 300 percent of the federal 
poverty level, or $32,490 for an individual, currently get health insurance through their 
jobs, he said. “For the state to subsidize them. ..is economically unfeasible.” Lower 
-income people who can’t afford their job-based coverage are exempted from the state 
mandate that they carry insurance. 


Some say that the important thing is expanding coverage, not providing additional 
choices to people who already have coverage. 


Richard Kirsch, national campaign manager for the group “Health Care for America 
Nowi,” said that, ideally, a health care system wouid allow workers to choose to receive 
their health care coverage from their job or from the exchange. 


“That’s not the kind of change we’re going to see so ...our focus is do consumers have 
protections," he said. "If you have [health insurance] at work are you protected and if you 
don’t have it at work are you protected? That’s for us what we’re most concerned about.” 


Jaclyn Schiff contributed to this story. 
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Senator Wyden. A lot of the workers in this country who are 
being told they are going to get expanded choices, according to my 
analysis and Kaiser, are going to wake up and find they don’t have 
that expanded array of choices. 

Thank you, Mr. Chairman. 
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Chairman Conrad. Thank you, Senator Wyden. 

Senator Whitehouse. 

Senator Whitehouse. Thank you. Just to followup for a moment 
on health care before I turn to another subject, George Bush’s 
Treasury Secretary Paul O’Neill has written recently that there is 
$1 trillion a year of excess cost in our health care system, and he 
is no fool, is he? 

Mr. Elmendorf. No, I do not think he is. I only met him once, 
but I don’t think so. 

Senator Whitehouse. And the President’s Council of Economic 
Advisers has recently put out a report that suggests that there is 
$700 billion in excess or waste cost in our health insurance system. 
And they are credible, aren’t they? 

Mr. Elmendorf. Yes, I think they are. 

Senator Whitehouse. So it appears that we have a very big sav- 
ings target to shoot for in the health care system. You yourself 
have said in your letter to Chairman Conrad and Ranking Member 
Gregg that there are “large reductions” that are possible. 

It strikes me that the problem here is that in order to achieve 
those large reductions, a considerable amount of executive manage- 
ment, of experimentation, of flexible and dynamic regulatory activ- 
ity going forward is going to be necessary. There is not a light 
switch that you flip and this happens. 

Mr. Elmendorf. Yes, absolutely. 

Senator Whitehouse. Which means two things. One, it is very 
hard for you to score that because of that. I see a head actively 
nodding. 

Mr. Elmendorf. Yes, absolutely. 

Senator Whitehouse. And, two, it means that it is difficult for 
Congress to decree that it happens. We are in a better position to 
try to establish the parameters for that happening and then whip 
the executive branch as hard as we can to perform. But it actually 
will take executive administration and constant ongoing regulatory 
oversight to make the pursuit of those savings successful. 

Am I correct in that? 

Mr. Elmendorf. Yes, I agree entirely. 

Senator Whitehouse. OK. Let me switch topics to cap-and-trade. 
A mental gear shift for you. You have estimated that the allowance 
purchases by corporations subject to now having to pay something 
for polluting the environment with carbon, that 25 percent of what- 
ever they have to pay for is lost revenue to the Federal Govern- 
ment. And I understand that the 25 percent comes from an ap- 
proximation that is a historic tradition within CBO based on your 
report on that. 

What I am having trouble understanding is why — the money 
doesn’t just go up into the Federal Government and disappear. As 
the legislation that we are looking at goes, it sprinkles back to util- 
ities, it sprinkles back to green energy, it sprinkles back to con- 
servation programs, it sprinkles back to investment in new indus- 
try. 

Why is it that the expenditure on the allowance is subject to a 
25-percent reduction, but there is a presumption that as it comes 
back into the economy, there is a zero tax consequence of all of that 
expenditure and investment? And, hypothetically, let us just as- 
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sume that it is the same amount, that is $1 out and $1 back; it 
is just reorganizing the economy so that there is a cost for carbon 
pollution, but that the Government pushes all that money back 
into the private sector. Hypothetically, wouldn’t that wash? 

Mr. Elmendorf. People love talking about this 25-percent offset. 
It really is one of the more bedeviling topics. 

Senator Whitehouse. And we do not have time to get into the 
gory details. I am trying to focus in on the reverse. Why the 
zero 

Mr. Elmendorf. The standard issue here is that if the Federal 
Government levies an excise tax of sorts on firms or individuals, 
the amount that they pay for that they can deduct from their in- 
come, and their taxable income or taxable profits are reduced as a 
result. And 25 percent is essentially the average marginal tax rate 
on income in 

Senator Whitehouse. That is the part I understand. Why is it 
on the way back a zero? 

Mr. Elmendorf. It depends on how the money is given back to 
the private sector. There are ways to give it back that go back into 
the income stream that do not generate this offset or generate the 
phenomenon you are describing in which it all nets out. And there 
are other ways in which it does not, and it depends whether — I 
think the short answer is it depends on whether the money is given 
to taxable entities in a way that enters their income. 

So if the allowance — if the money received by the Government 
were given to me in a way that I would then have to declare it on 
my 1040 Form, then I would end up having a higher income and 
paying tax on that. That would essentially offset the reduction in 
tax paid by whoever it was who was having to pay for the allow- 
ance. 

So it matters who it goes to, but it has to go into the income 
stream 

Senator Whitehouse. My time has run out, but just one very 
quick technical question. If it didn’t appear on your 1040 but if in 
turn you spent it on wages for people, same difference, right? 

Mr. Elmendorf. Well, no. The challenge with the spending is 
that we also 

Senator Whitehouse. Well, two other questions. I do not want 
to burden other people’s time. If 

Mr. Elmendorf. Can I have just 30 seconds with the Chairman’s 
allowance? The other part of the constraint here is that we do our 
estimates of the effects of legislation, assuming that overall GDP 
is fixed. We do not do dynamic scoring in the sense of allowing the 
overall macroeconomic aggregates to change. So this money has to 
go back into the income stream. If it just is spent, then because 
GDP is fixed, that spending is essentially driving out some other 
aspect of spending in the economy. 

That may not be sufficiently clear, and I am happy to continue 
the conversation. 

Chairman Conrad. Senator Nelson. 

Senator Nelson. I want to followup the excellent line of ques- 
tioning by the Chairman and Senator Wyden. Basically you said in 
response to the Chairman that in order to reduce the cost of Medi- 
care over time so that the Federal Government can afford it, we 
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are basically going to have to do significant improvements, No. 1, 
in the efficiency of the delivery system; and, No. 2, you said we are 
going to have to stop the oversubsidization that we do now through 
the employee being exempt from taxation on his insurance pre- 
miums paid by his employer. Is that in essence what you said? 

Mr. Elmendorf. Yes. I just want to be careful about the word 
“should.” The choices are yours, but we have outlined those as the 
key levers that you have. 

Senator Nelson. OK. Now, this has gotten all balled up politi- 
cally, but if we address that head on, now I want to go to Senator 
Wyden’s question, and I want to understand this. If you stop the 
tax subsidy which is in current law of the employee’s part of what 
they receive from their employer of health insurance premiums, 
and instead change that to where everybody has a tax deduction, 
that helps the employee. But how does that help stop the subsidy 
and, therefore, the financial problem over time to the U.S. Govern- 
ment? 

Mr. Elmendorf. I think it depends crucially on the structure of 
this deduction, and it depends crucially on what you are doing 
about payroll tax treatment as well. So under current law, the ben- 
efits employees receive from their employers for health care are not 
subject to either payroll tax or income tax. So there are different 
ways one could proceed. One could take away or limit the income 
tax exemption subject to an amount above some threshold, for ex- 
ample, to income taxes. One could also subject that amount to pay- 
roll taxes, although that issue has not been discussed as much of 
late. One could also structure this as a deduction of a fixed amount 
so that essentially any purchase of insurance above that amount 
would not get any additional deduction. 

The crucial point here is the incentive on the margin for spend- 
ing an extra dollar on health insurance. What changes behavior is 
making people pay essentially full price for an extra dollar of 
health insurance as they pay full price for an extra dollar of any 
other good they would consume rather than paying this tax-sub- 
sidized price. 

Senator Nelson. Well, what would be the difference between- 
let’s say that we took a certain amount of the exemption, let’s say 
everything under $20,000 of equivalent income as applied to a 
health insurance premium, everyone under that for the employee 
was exempt, but above that, the employee was going to pay income 
tax on it. In other words, a Cadillac or a Mercedes policy that was 
very rich, they were going to have to pay income tax on it. What 
is the difference between that and doing it as a tax deduction say- 
ing that we are going to give a tax deduction worth $20,000 to 
every employee? 

Mr. Elmendorf. So if I understand the question right, those ef- 
fects are the same for employees who are at the level of the deduc- 
tion or higher, the level of capping the exemption or higher, but 
could affect employees below that differently. If there is a standard 
amount that everybody can deduct, that is going to have a different 
effect — then the question is: What if you buy the Kia insurance pol- 
icy? What happens to the gap between that and the cap or the 
standard amount? And I think that is the part that people can 
treat differently, depending on how you structure — whether you 
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have an exemption or deduction, whether the deduction is specifi- 
cally around how much you paid for insurance or some standard 
amount that everybody can deduct. 

Senator Nelson. Mr. Chairman, one more question, if I may. If 
we said that everybody with a policy worth $20,000 per year is 
going to be exempt if they are an employee in an employee plan, 
and above $20,000 of premium per year they are going to pay in- 
come tax on, and if we try to get the escalating cost of medical cost 
in line with the annual cost of living, is that going to make a sub- 
stantial difference in what the Federal Government is going to pay 
over the next 10, 20, 30 years? 

Mr. Elmendorf. Yes. I mean, certainly the first part by itself, 
if there is a cap on the amount that can be excluded from taxable 
income, that itself saves money. It saves more money over time if 
the cap rises more slowly than health costs. So it depends a lot on 
what the exemption is indexed to. If it is fixed in amount or in- 
dexed to overall inflation rather than health costs, then it will have 
increasing savings over time. 

And I think in the second part, that will by itself create pressure 
that will reduce private health spending. On top of that, if there 
are other actions that are taken by the Government to bring its 
support for health through Medicare or Medicaid down, then that 
would have complementary effects in improving the Federal budget 
outlook. 

Senator Nelson. Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Nelson. 

Senator Warner. 

Senator Warner. Thank you, Mr. Chairman, and I apologize on 
the front end that these questions may have been addressed, and 
as a new member, I am still trying to understand some of your 
methodology. 

Mr. Elmendorf. I am a new Director, Senator, so if I cannot 
help you, then my colleagues behind me will. 

Senator Warner. Well, having seen, at least secondhand, some 
of the scoring that has been done on some of the proposals around 
health care reform, particularly as regards prevention, wellness, 
system benefit design, that seem to be scored relatively low, yet 
seem — and I wonder whether how much kind of real-life examples 
are brought into that scoring process. Because one of the things, I 
think, that has been — as I have re-delved into this issue, that is 
a dynamic real change processes that corporate America, at least 
the more progressive companies, large employers, self-insured that 
have their own benefit design plans, there has really been a fairly 
radical change in the last just 3 to 5 years in companies that have 
really aggressively gone on cost containment. 

Many of us here have talked to Steve Burd in terms of Safeway, 
but there is a host of other companies that have had similar ac- 
tions, much of that based upon issues regarding — around preven- 
tion and wellness. Is that kind of real-life examples factored into 
your analysis in terms of scoring costs? 

Mr. Elmendorf. Yes, it is, Senator. We take the real-life exam- 
ples very seriously, but I understand that our analysis of the ef- 
fects of prevention and wellness initiatives is one thing that has 
made, I think, more Members of Congress more frustrated with us 
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than almost anything else. Let me spend just a few minutes ex- 
plaining how we think about this and what the evidence shows. 

Senator Warner. Please. 

Mr. Elmendorf. Think of a simple medical test to start with, 
and then I will broaden the scope. That test will discover that some 
people have some condition that can then be treated in the early 
stage rather than waiting until it becomes more apparent later. For 
that person, doing this test early is good for their health and re- 
duces their health spending, perhaps substantially. 

The challenge is that there are a lot of other people given the 
same test who will come back negative, thankfully. Giving them 
the test has raised their health spending relative to what would 
otherwise have occurred, but not very much, presumably, per per- 
son relative to the savings for the people who end up having the 
disease caught early. 

On the other hand, for most diseases there are many more people 
who don’t have than do have it. So analyzing the effect on overall 
health pending of an extra test involves weighing the extra cost, 
the small extra cost for a large number of people who come back 
negative against the large savings for the smaller number of people 
who come back positive. 

There are actually hundreds of studies that have done this for 
specific preventive measures, and as you would expect from this 
logic, preventive measures that are more targeted than others are 
more likely to be cost-saving. So all sorts of screenings that are 
cost-saving if done on a periodic basis for older people are mod- 
erately costly if done on a periodic basis for younger people, are 
very costly if done on a very high-frequency for younger people. 

Senator Warner. But can I — I mean, I think I understand this, 
and I do not mean to be rude, but I have got one other question 
I want to ask, and my time is running out. But I guess that is 
based upon procedural screenings. What I think has driven a lot 
of the actions that have come out of the private sector corporate 
plans have been incentives toward behavior modification, not in 
terms of identification of a disease. 

Mr. Elmendorf. So there are a few issues — and Safeway is a 
good example of this, and we have talked, in fact, with Steve Burd, 
and we have talked with actuaries and financial people at his com- 
pany as one example of this. 

Safeway has done a number of things. One is they renegotiated 
contracts with their health care providers. They bargained harder. 

A second thing was that they gave the employees financial incen- 
tives to economize, first, on the use of health services, just the sort 
of cost sharing that I discussed with Senator Gregg a few minutes 
ago. 

Third, they provided real financial incentives for more healthy 
behaviors. 

Those are much more forceful policies and go well beyond 
wellness itself, and that collection of policies, if presented to us 

Senator Warner. Would be 

Mr. Elmendorf [continuing]. Would save money. But that is 
much more aggressive on the behavior side than many of the 
things that we see that are just more generally encouraging of good 
behavior. And then we need to try to assess how much any indi- 
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vidual program is actually going to alter behavior and what effects 
it will have. 

Of course, some of these things will have larger effects outside 
the 10-year budget window, but we just do not do numbers too far 
out because it is too uncertain. 

Senator Warner. Mr. Chairman, could I ask one more question? 
I know my time has expired. 

Chairman Conrad. Yes, sir. 

Senator Warner. It is an issue that I think we have — that I had 
before you, and it is — let me preface it again by saying it is a chal- 
lenging issue that has not only health care, political, financial, but 
also moral implications as well; that is, I have legislation pending 
about raising end-of-life issues, recognizing that 70 percent of 
Americans have no advance directives, have no living wills, other 
types of issues. And all the data as I have seen is that if we encour- 
age the utilization of more palliative care, if we train people in the 
medical field to have these kinds of conversations with families 
earlier on, if we engage religious leaders as well to be willing to 
talk about these issues, and that there are real living examples 
that actually enhancing hospice-type services outside of the last 6 
months when folks are still in the curative stage, to encourage 
these conversations, and by no means — let me make very clear 
here — no indication here of any effort to limit people’s choices, limit 
people’s care, limit all their options, but just make sure families 
have these options, that companies like United and Aetna and oth- 
ers who have enhanced, increased these services, that more people 
choose perhaps not to spend their waning days in the hospital, but 
choose other options. 

We think and they have shown that increased patient satisfac- 
tion, increased family satisfaction, and, on average, cost savings 
north of $5,000 per person, you know, we are trying to work with 
your staff now on trying to get approaches like this scored and — 
because it seems to me that this is an area that, again, because it 
goes beyond the realm of politics. It is a deeply moral and religious 
issue as well. But encouraging these conversations, we found from 
the faith community a real willingness to engage on this issue, 
again, just laying out people’s choices and encouraging them to 
have these conversations. 

I would hope we could work with your staff on trying to — you 
know, this is a sensitive area, trying to have this area looked at, 
and, again, recognizing that there are real-life examples, models 
being used that demonstrate, as I mentioned, both increased pa- 
tient and family satisfaction and cost savings. Have you all looked 
at this issue at all? 

Mr. Elmendorf. Senator, we have not looked sufficiently at this 
issue, and we recognize that that is a gap in our health care work 
and a gap that we are eager to fill when we have a chance to do 
that. And we are looking forward to working with you and your 
staff. 

Senator Warner. I have legislation — and it is before you — that 
we have been urging you to get some kind of scoring back, and I 
know you have got other things on your plate. But I will take that 
as a commitment that you will work with me directly on trying to 
get this 
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Mr. Elmendorf. Yes, we certainly will, Senator, and I will check 
on this when I get back to the office. 

Senator Warner. Thank you, Dr. Elmendorf. 

Thank you, Mr. Chairman. 

Senator Wyden [presiding]. Dr. Elmendorf, thank you. Thanks 
for your patience. I understand you have got to be out the door at 
10:30. I have some additional questions. I am sure my friend does 
as well. 

When I asked earlier about premiums, we talked about the bro- 
ken individual insurance market in terms of your answer, and cer- 
tainly there is some benefit there. 

But most of the people are in the employer market or in group 
health plans, and the reason I asked the question is my under- 
standing, the way the House and HELP Committee bills are struc- 
tured now, that if there is a judgment that these workers have af- 
fordable employer coverage, they wouldn’t get access to the ex- 
change in most cases. That is why I said I am struggling to try to 
find what most workers in this country who are in these group 
health plans are going to get in the next few years in terms of ways 
to hold down their premiums. And let’s talk about those workers 
for a minute. Are they going to get anything in terms of premium 
reductions in the next few years? 

Mr. Elmendorf. We do not think those workers would see a no- 
ticeable change in their premiums. There are a variety of forces at 
work that can have small effects. There are Medicare reforms that 
can spill over to the private sector. There is the potential for more 
or less cost shifting from public plans to the private sector. 

Our sense at the moment, based on our understanding of the 
specifications of the House proposal, is that those would not be sig- 
nificant effects, no. 

Senator Wyden. I appreciate your clearing that up, and I know 
my colleague from New Hampshire is concerned about this as well. 
These are people who in many instances are seeing double-digit 
premium hikes, and they are hearing across Washington that their 
premiums are going to go down. And you have just told us that in 
many, many cases that is not going to happen. So we have got a 
lot of heavy lifting left to do. 

Let me ask you about the implications of not reforming the tax 
exclusion, certainly a way a number of us on this panel, a number 
of Senators on both sides of the aisle have cosponsored the ap- 
proach that we talked about earlier. But let’s say you don’t go that 
route, and, in effect, Dr. Elmendorf has said there are two cost con- 
tainment tools. One of them is changes in Medicare. The other is 
changes in the tax rules. So those are the two big sets of changes. 

If you, in effect, only go with one of the policy levers, is it fair 
to say that there will be significantly less cost containment as a re- 
sult of, in effect, putting aside one of the major tools? 

Mr. Elmendorf. Yes, Senator. One could do much more dra- 
matic things, I suppose, on the Medicare side to offset that. But it 
is certainly a difficult challenge, and tying one of the two hands be- 
hind one’s back makes the job much, much harder. 

Senator Wyden. Just a couple other questions. Most of the 
money in the legislation goes to expanding Medicaid, and I am very 
much committed to expanding coverage. I think Medicaid is a bro- 
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ken program. What I would like to see is poor people sitting next 
to their Congressperson in their doctor’s waiting room, you know, 
so that there would be new dignity and fairness for poor people. We 
will see how that plays out. 

But I am trying to think about how small business owners, in ef- 
fect, from, you know, Coos Bay, Oregon, to Oyster Bay, New York, 
are going to benefit from the big chunk of spending in this legisla- 
tion. What are the implications of setting up, you know, a signifi- 
cant new entitlement program? What are the implications for small 
businesses? 

Mr. Elmendorf. For businesses that are quite small, there are 
special subsidies in the House proposal to purchase health insur- 
ance that would benefit them. Small businesses that are small but 
above those thresholds could still benefit because if they are cur- 
rently buying health insurance, they are doing it in this largely 
broken small-group market. If they are not currently buying insur- 
ance, then one problem they may have competing with larger em- 
ployers for employees is that they don’t offer health insurance, and 
those employees would have the opportunity to go into a health in- 
surance exchange. 

Senator Wyden. I am talking about the implications of the addi- 
tional entitlement spending. There is no question that there are 
some benefits for the small businesses in the exchanges. But in 
terms of setting up a new entitlement program, you know, what 
are the implications for small businesses? Because it seems to me 
absent the kind of cost containment reforms I would like to see, 
you set up a new entitlement program, small businesses get more 
taxes? 

Mr. Elmendorf. Well, I think the issue here is that setting up 
these insurance exchanges and providing subsidies for low-income 
people would disproportionately benefit small firms because they 
tend not to offer health insurance today or to pay larger amounts 
for it, and because they often employ a lot of low-wage workers. 
But you are absolutely right that there is this broader issue which 
is that money to provide subsidies for somebody comes from some- 
where, somebody else, and to that extent, expanding entitlement 
creates an actual or potential future burden on somebody else who 
will have to foot the bill. 

Senator Wyden. One last question and just on this point, and I 
appreciate your answer. I am a passionate supporter of making 
sure that those who are uninsured get good-quality, affordable cov- 
erage. Senator Gregg and I are supporters of legislation that would 
ensure that justice is finally done for those folks. 

What I am concerned about is, absent cost containment, if all you 
do is expand an entitlement program, as sure as the night follows 
the day, you are going to see taxes shifted onto these small busi- 
ness folks. 

One other question with respect to the implications of the Medi- 
care changes over the next few years. The theory behind the Medi- 
care reforms that has the support of I think virtually every Senator 
I have talked to is that you can make transformative changes for 
the long term. You have suggested that in the budget documents, 
and I certainly agree with them. 
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The problem is, as you all have stated, that most of them are un- 
tested, and as a result, they are relatively modest savings in the 
short term. 

So in the next budget window, the next 10 years, what are the 
implications of trying to find these significant savings in Medicare, 
the cuts and other savings, in order to pay for program expansions? 
What are the implications for Medicare? 

Mr. Elmendorf. Well, so, I agree with the premise of your ques- 
tion, of course, about the difficulty of choosing particular trans- 
formative changes that we can have confidence will work. There 
are other ways, of course, to save money in Medicare. MedPAC pro- 
vides a regular list of suggestions — they work for you; unlike us, 
they make suggestions, recommend policies — a variety of ways they 
think are out there to adjust the payments that are made to pro- 
viders that they think would be more in line with those providers’ 
true costs. 

There are also broader changes that one could make, for exam- 
ple, to increase provider payments over time in a way that takes 
the costs but also adjusts for presumption for rising productivity in 
the health area. And, again, some of the members of my panel of 
health advisers are very optimistic about the ability of the health 
care system with IT and with a renewed focus on cost efficiency to 
reap productivity gains; and if that is true, then one can raise the 
payment rates by smaller amounts to account for that, and they 
would still be whole. 

As you know, it is a very large program, and there are a variety 
of ways one can make changes. But they are not costless in impor- 
tant ways. I mean, ultimately for the Federal Government to save 
money, it has to pay somebody else less. And if the people who are 
getting paid less can find a way to do what they have to do at 
lower cost, then that works out. If they can’t, then there is a 
squeeze, and that is the problem that one encounters if one is sim- 
ply sitting on provider payments without there being a sort of op- 
portunity or a path by which providers can really reduce their 
costs. 

Senator Wyden. I am very hopeful about those productivity gains 
down the road. I just have been reading your reports, and I have 
not seen the likelihood that that is going to be generated in the 
next few years. And, again, the challenge will be for a Senator to 
explain to those on Medicare why these programs are going to 
have, you know, fewer dollars, and particularly why we are not 
going to see the productivity changes until much further down the 
road. 

Senator Gregg. 

Senator Gregg. Mr. Director, your testimony has been sobering 
today, because essentially what you have said is that an item 
which the administration appears to be taking off the table is es- 
sential to getting health care costs under control, which is the de- 
ductibility of insurance. 

The present plans as they have been produced have no signifi- 
cant cost-bending events in them relative to reimbursement and 
relative to the way that they structure health care; most Ameri- 
cans’ premiums are not going to go down, and they will continue 
to go up; and that the debt of this country is unsustainable on our 
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present course, and there is not a whole lot in this health care de- 
bate to date relative to the bills that have been produced that is 
going to do anything but continue to aggravate that and actually 
expand that problem. 

That is my summary of what you have said. Is that a reasonable 
summary? 

Mr. Elmendorf. The only point I would be careful about myself 
is I don’t know what the administration is or is not taking off the 
table. 

Senator Gregg. I understand. I hope they haven’t taken it off the 
table. 

Mr. Elmendorf. But on the summary of a sobering perspective, 
yes, I agree with that, Senator. I am sobered by having to give it. 

Senator Gregg. So shouldn’t we step back, because we are clear- 
ly not pursuing the path we desire to be on, which is to get all 
Americans covered by insurance, but do it in a way that actually 
makes our — doesn’t aggravate our potential insolvency as a Nation? 
Shouldn’t we step back and take another look at how we are going 
to approach this thing and address the issues which you have given 
us a very clear outline today we need to address — which have been 
highlighted by Senator Wyden and Senator Conrad and Senator 
Warner and Senator Nelson. Because we seem to be hell-bent for 
leather on passing something that is not going to get where we 
need to go relative to either making insurance available or con- 
taining its costs relative to the effects it is going to have on future 
generations and the solvency of our Nation. That is a rhetorical 
point. 

Thank you very much for your time. 

Mr. Elmendorf. Thank you, Senator. 

Senator Wyden. Dr. Elmendorf, thank you for being so respon- 
sive to this Committee, and also because I serve on the Finance 
Committee, I know that you have been putting many, many hours 
and sometimes I suspect that you and your staff are being fed in- 
travenously because we have you at your desk incredible hours, 
and we thank you for your help. 

Mr. Elmendorf. Thank you, Senator. 

Senator Wyden. The Committee is adjourned. 

[Whereupon, at 10:16 a.m., the Committee was adjourned.] 
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Douglas W. Elmer, dorf, Director 


September 10, 2009 


Honorable Michael B. Enzi 
Ranking Member 
Committee on Health, Education, 

Labor, and Pensions 
United States Senate 
Washington, DC 20510 

Dear Senator: 

This letter responds to several questions that you raised following my 
appearance before the Committee on Health, Education, Labor, and 
Pensions (HELP) during its consideration of the Affordable Health Choices 
Act. The Congressional Budget Office (CBO) and the staff of the Joint 
Committee on Taxation (JCT) issued a preliminary and partial analysis of 
that legislation as it was introduced on July 1, 2009. 1 We have not 
completed an assessment of the legislation as it was ultimately approved by 
the committee, including the amendments that were adopted during markup 
of the bill. 

Effects of Expanding the Medicaid Program 

You asked what the total cost would be of combining the committee’s 
legislation with an expansion of eligibility for Medicaid for all legal U.S. 
residents with income below 150 percent of the federal poverty level (FPL). 
As you know, the Affordable Health Choices Act, as introduced, would not 
expand eligibility for Medicaid, but an earlier draft included language 
indicating that such an expansion would be added by the Senate Finance 
Committee (which has jurisdiction over Medicaid). Because our analysis of 
the introduced legislation examined only the changes in law that would 
result from it, we could not presume an expansion of eligibility for 
Medicaid or other new subsidies for health insurance beyond those that 
were specified. Overall, our preliminary assessment was that the provisions 
of the legislation pertaining to insurance coverage (contained in title I of the 


1 Congressional Budget Office, letter to the Honorable Edward M. Kennedy providing CBO’s 
preliminary analysis of title I of the Affordable Health Choices Act (July 2, 2009). 


wvfw.cbo.gov 
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bill) would increase federal deficits by $645 billion over the 2010-2019 
period. 

As CBO indicated in its letter to Senator Gregg on July 6, 2009, expanding 
eligibility for Medicaid to legal residents with income up to 150 percent of 
the FPL would increase the federal cost of the legislation considerably— by 
an amount that is probably on the order of $500 billion over 10 years. 2 
(CBO did not estimate the costs to state governments of such a Medicaid 
expansion, but those costs would probably be relatively small because the 
options that CBO examined to expand Medicaid would have required states 
to cover a much smaller share of total spending than is seen in the current 
Medicaid program.) Therefore, the 10-year cost of the coverage expansion 
to the federal government, including such a change in Medicaid eligibility, 
would probably exceed $1 trillion. Combining such an expansion with the 
Affordable Health Choices Act as introduced would also yield a 
substantially larger reduction in the number of people who are uninsured 
than would arise from the act alone, because about half of the people 
projected to be uninsured under Current law would have income below 
150 percent of the FPL. 

Because the magnitude of the effects on both federal costs and rates of 
insurance coverage for the combination of the committee’s legislation and a 
Medicaid expansion would depend importantly on the details of the 
proposal, we cannot give you a more precise estimate at this time. For 
example, the effects would depend on how eligibility for Medicaid was 
determined and on whether the expansion started in 201 0 or at a later date. 
The effects would also depend dn what share of the costs for newly eligible 
people was borne by the federal government and what share was borne by 
the states. Furthermore, the effects would depend on whether states faced a 
maintenance-of-effort requirement relative to their current Medicaid 
programs. Regardless of its specific features, adding a Medicaid expansion 
to the introduced bill would not only affect federal costs for Medicaid but 
also have implications for other components of our preliminary estimate — 
because employers and individuals would probably respond to the bill’s 
other provisions differently in that case. 

An illustration of the effects of including a substantial expansion of 
Medicaid can be seen in the preliminary analysis that CBO and JCT have 
provided of the coverage specifications reflected in H.R. 3200, the 


2 Congressional Budget Office, letter to the Honorable Judd Gregg regarding the likely effects of 
substantially expanding eligibility for Medicaid (July S, 2009). 
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America’s Affordable Health Choices Act of 2009, as introduced in the 
House of Representatives on July 14, 2009. 3 That proposal would expand 
eligibility for Medicaid to all ndnelderly individuals with income below 
133 percent of the FPL (with all of the costs for newly eligible enrollees 
borne by the federal government) and would provide subsidies via 
insurance exchanges on a sliding scale for those with income up to 
400 percent of the FPL, CBO estimated that federal outlays for Medicaid 
would increase by $438 billion over the 2010-2019 period because of that 
expansion of eligibility for the program and related measures. That figure 
includes the estimated costs of a proposed increase in Medicaid’s payment 
rates for primary care physicians, but does not include the costs of 
providing subsidies for insurance to people with income between 133 
percent and 150 percent of the FPL (which have not been separately 
estimated). 


Effects on Employers and Employees 

You also asked whether the costs borne by employers as a result of the 
proposal would be passed on to Workers in the form of lower wages than 
they would otherwise be paid, and about the effects of the proposal on 
employment-based health insurance. Under the legislation as introduced, 
firms with more than 25 workers would have to offer health insurance (and 
contribute a specified share of the premiums) or pay a penalty. In general, 
CBO believes that firms that are subject to the penalty but opt not to offer 
health insurance would pass that cost on to their workers, primarily in the 
form of lower wages — just as firms that offer insurance today and 
contribute toward the premiums pay lower wages than they otherwise 
would, keeping their total compensation costs about the same. One 
exception would be workers earning close to the minimum wage, because 
their wages might not be able to adjust downward to offset the cost of the 
penalty; as a result, employment of those workers might be adversely 
affected, though that impact is likely to be small 4 


As for the effects of the legislation on employment-based health insurance, 
CBO and JCT estimated that the version that was introduced on July 1 
would not have a major effect oh the aggregate number of people obtaining 
coverage through an employer; \ye estimated that in 2016, for example, the 
total number of people covered by an employment-based plan would be 


3 Congressional Budget Office, letter to the Honorable Charles B. Range! providing a preliminary 
analysis of the Americans Affordable Health Choices Act of 2009 (July 17, 2009). 

4 For additional discussion, see Congressional Budget Office, Effects of Changes to the Health 
Insurance System on. Labor Markets, Issue Brief (July 13, 2009). 
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about 163 million, or about 1 million more than is projected under current 
law. 

That net figure reflects changes going in both directions. Some people 
would gain employment-based coverage, because the mandate to obtain 
health insurance would induce some employers to make an offer of such 
coverage that would not have been made otherwise or would induce some 
individuals to take advantage of an existing offer that they would not have 
accepted otherwise. At the same time, we estimated that about 6 million 
people who would have employinent-based coverage under current law 
would not have such coverage under the proposal. That figure includes 
about 2 million workers (and their dependents) who would have an offer 
from their employer that would be deemed “unaffordable” under the 
proposal, thus allowing them to purchase subsidized coverage through the 
new insurance exchanges. It also includes about 4 million people who 
would have coverage through an employer under current law but would not 
have such an offer under the proposal. To what extent those changes in 
coverage would represent the dropping of existing coverage or expected 
offers of coverage that would fail to materialize is difficult to determine. 

Effects of a “Public Plan” 

You also asked whether the federally administered “public plan” that would 
be offered under the legislation as introduced would have a substantial 
effect on federal spending for health care. Under that proposal, the public 
plan would be managed by the Department of Health and Human Services, 
would pay negotiated rates to providers of health care, and would have to 
be financially self-sufficient (albeit with the government bearing some risk, 
as discussed below). Given those provisions, C’BO's assessment is that 
premiums for the public plan would typically be roughly comparable to the 
average premiums of private plans offered in the insurance exchanges — and 
thus die existence of such a plan would not directly affect the amount of 
federal subsidies for health insurance under the legislation. 

Nevertheless, including a public plan would probably have two small 
effects on the premiums of the private plans against which it is competing, 
both of which would tend to lower federal subsidy payments through the 
exchanges to some degree — but we have not quantified that effect by 
comparing the legislation as introduced to a proposal that was identical in 
all other respects but did not include a public plan. 

• First, a public plan as structured in the introduced bill would 

probably attract a substantial minority of enrollees (in part because it 
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Effects on Overall Expenditures for Health Care 
You also asked what effect the introduced legislation would have on 
national spending on health care. By itself, a substantial expansion of 
insurance coverage could cause ;an increase of between 2 percent and 5 
percent in national spending on health care, largely because insured people 
generally receive somewhat more medical care than do uninsured people — 
notwithstanding the fact that softie newly insured people would avoid 
expensive treatments by getting care sooner, before their illness 
progressed. 6 However, the rise in national spending on health care wonld be 
less than the increase for the federal government because some costs that 
are now paid by others would be shifted to the government (via the 
subsidies provided by the bill). Expanding insurance coverage would make 
it modestly easier to achieve certain types of reductions in national and 
federal spending on health care; for example, some governmental payments 
to hospitals that treat a disproportionate share of poor and uninsured 
patients might be trimmed accordingly. 

More broadly, legislation could seek to offset the impact of an insurance 
expansion — on both federal costs and total spending for health care — by 
including other provisions affecting either the major federal programs that 
finance health care or the private insurance system. The bill as introduced 
would encourage private insurers to adopt measures to improve the 
coordination of the care they provide, but private insurers would be inclined 
to adopt cost-reducing strategies even in the absence of new legislation, so 
the effect of those provisions on costs is not dear. The insurance market 
reforms included in the bill would reduce administrative costs for 
individually purchased policies, but the resulting savings would probably 
be small relative to the increase in spending brought about by the insurance 
expansion. Given its overall scope, the bill would probably increase 
national spending on health care modestly. 


6 For additional discussion, see Congressional Budget Office, Key Issues in Analyzing Major 
Health Insurance Proposals’ (December 2€|0S), pp. 71-76. 
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I hope this information is helpful to you. If you have any questions, please 
contact me or CBO’s primary staff contacts for this analysis, Philip E llis 
(who can be reached at 226-2666) and Holly Harvey (who can be reached 
at 226-2800). 


Sincerely, 



Douglas W. Elmendorf 
Director 


cc: Honorable Tom Harkin 

Chairman 

Honorable Christopher J. Dodd 

o 



